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PREFACE. 


eh 


_ The following pages are the result of the research work 
«carried on by the writer at the London School of Econo- 
mics for the Ph.D. degree of the London University, in 
the Faculty of Economics, in addition to the advanced 
training received in that institution. Any writer on the 
Economics of the War has to grapple with stupendous 
-difficulties under the present conditions. The economic 
-effects of the war cannot be said to have been over yet; 
the economic conditions are still so fluid that it is no 
exaggeration to say that they are changing almost from 
‘day to day; the documentary material and evidence 
available in the case of India is scanty and one-sided; 
-we are too near the picture to obtain a proper perspective; 
and consequently it is most difficult to arrive at any defi- 
nite conclusions, which will not be partially upset in a 
comparatively short time. It may therefore seem that 
for a task such as the one which has been attempted 
In these pages, it would have been preferable to wait 
for some years, until economic conditions had _ settled 
down, ample material had been available, and a proper 
perspective of the whole picture had been obtained. These 
considerations are no doubt weighty, but there are very 
important considerations on the other side. The igno- 
rance of educated Indians regarding{the vital economic 
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affairs of their country, with the exception of those few 
_ who have made a special study of economics, is appalling; 
- yet it is most fortunate that recently they have begun to- 
take a keen interest in economic matters, and there is 
ample evidence to show that they are anxious to know 
what the economic position of their country is at the end 
of the greatest war which the history of the world has 
Imown, and to obtain a lead in forming their own judg- 
ment upon the economic affairs of their country. But, - 
unfortunately, there exists some danger of this popular 
interest withering away for the lack of suitable nourish-- 
ment. The scattered, scanty and unintelligible information 
conveyed by Government publications is of little use 
to the Indian public. The number of well-written and 
authoritative books on the economics of India is 
very small, and most of these even are the result of the 
attempts to explain the official views rather than of inde- 
pendent investigations. Moreover, many Englishmen, 
although mostly ignorant of Indian economic conditions, 
have begun to feel considerable interest in them, partly 
for the purposes of trade with India, and partly because, — 
since the war, the affairs of this country have loomed 
larger in public discussions in England. In the interests 
of India, it is most desirable that this interest should be 
properly fed and further stimulated, and that the English 
public should be made acquainted with the different 
points of view on economic questions pertaining to India. 
Hixamining all these factors, it appeared to the writer 
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that the balance of advantage lay on the side of at- 
tempting the task fulfilled in these pages now, and gaining 
for it some current and practical value, rather than of 
deferring it for some years, when it would possess only a 
historical importance. 

Another relevant question was,.whether the task 
should be attempted in India or in England. In 
the former, there are the valuable advantages resulting 
from the conduct of investigations on the spot, and from 
keeping in direct touch with the progress of events and 
the public discussions. But, the great disadvantage is that 
in India, possibly excepting Calcutta, the ordinary 
citizen cannot get access to all the Government records 
and publications, which he can consult in London at 
the India Office. Moreover, the conduct of investiga- 
tions in England possesses the advantage of securing» 
valuable and authoritative help in the application 
of general economic principles to Indian conditions. 
Here too, it was necessary to reckon the balance of 
advantage, and it appeared that it lay on the side of 
attempting the task in England. 


Dr. Marshall always~used to impress -upon his 
students at Cambridge that the professed economist was 
wise not to express himself at all in public on politics, 
although he should express his-views on the economic 
side of political questions, and that if he did do so, he 
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was bound to keep his economic science separate 
from it. However, in the present conditions of India, 
it is very difficult. to draw a clear-cut line of demarcation 
between economics and politics, and in a few cases, the 
completion of an economic analysis necessitates an 
appreciable encroachment upon the field of politics. But, 
an endeavour has been made to restrict the following pages 

as far as possible to pure economics and the economic 
side of political problems, avoiding all politics as such. 
Moreover, as these pages are the result of independent 
investigations carried on in the academic atmosphere 
and environments of an educational institution, it is 
evident that they have not been written to explain, sup- 
port, or represent any particular points of view or inter 
ests, existing in India or elsewhere. Endeavours have 
been made to support the statements and conclusions 
in these pages by means of figures, wherever possible. 
This has been particularly difficult, many of the tables 
have been specially framed from scattered Government 

- statistics, and some of them have taken a considerable 
time to compile. 


The writer is indebted to Dr. E. Cannan, Professor 
of Political Economy in the London University, and 
a distinguished authority on the subject, for valuable 
guidance in the application of general economic 
principles to Indian conditions, and to Mr. W. H. 
Moreland, C.S.1.,C.LE.,L.C.S, (retired), whose writings on 
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Indian economic problems are well known to those interest- 
ed in them, for going through this work, and making 
several valuable suggestions. His thanks are also due to 
the officials of the Record and Finance Departments 
of the India Office for giving him free access to all the 
Government records and publications required by him. 


S. G. PANANDIKAR. 
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PREFACE. 


Sea nIENEI AED 


The following pages are the result of the research work 
ecarried on by the writer at the London School of Econo- 
anics for the Ph.D. degree of the London University, in 
the Faculty of Economics, in addition to the advanced 
training received in that institution. Any writer on the 
Economics of the War has to grapple with stupendous 
difficulties under the present conditions. The economic 
-effects of the war cannot be said to have been over yet; 
the economic conditions are still so fluid that it is no 
exaggeration to say that they are changing almost from 
day to day; the documentary material and evidence 
available in the case of India is scanty and one-sided; 
we are too near the picture to obtain a proper perspective; 
and consequently it 1s most difficult to arrive at any defi- 
nite conclusions, which will not be partially upsetin a 
-compatatively short time. It may therefore seem that 
for a task such as the one which has been attempted 
in these pages, it would have been preferable to wait 
for some years, until economic conditions had __ settled 
down, ample material had been available, and a proper 
perspective of the whole picture had been obtained. These 
considerations are no doubt weighty, but there are very 
important considerations on the other side. The igno- 
zance of educated Indians regarding the vital economic 
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affairs of their country, with the exception of those few 
_ who have made a special study of economics, is appalling; 
yet it is most fortunate that recently they have begun to 
take a keen interest in economic matters, and there is 
ample evidence to show that they are anxious to know 
what the economic position of their country is at the end 
of the greatest war which the history of the world has 
known, and to obtain a lead in forming their own judg- 
ment upon the economic affairs of their country. But, 
unfortunately, there exists some danger of this popular 
interest, withering away for the lack of suitable nourish- 
ment. The scattered, scanty and unintelligible information 
conveyed by Government publications is of little use 
to the Indian public. The number of well-written and 
authoritative books on the economics of India is 
very small, and most of these even are the result of the 
attempts to. explain the official views rather than of inde- 
pendent investigations. Moreover, many Englishmen, 
although mostly ignorant of Indian economic conditions, 
have begun to feel considerable interest in them, partly 
for the purposes of trade with India, and partly because, 
since the war, the affairs of this country have loomed 
larger in public discussions in England. In the interests 
of India, it is most desirable that this interest should be 
properly fed and further stimulated, and that the English 
public should be made acquainted with the different 
points of view on economic questions pertaining to India. 
Examining all these factors, it appeared to the writer 
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that the balance of advantage lay on the side of at- 
tempting the task fulfilled in these pages now, and gaining 
for it some current and practical value, rather than of 
_ deferring it for some years, when it would possess only a 
historical importance. 


Another relevant question was, whether the task 
should be attempted in India or in England. In 
the former, there are the valuable advantages resulting 
from the conduct of investigations on the spot, and from 
keeping in direct touch with the progress of events and 
the public discussions. But, the great disadvantage is that 
in India, possibly excepting Calcutta, the “ordinary 
citizen cannot get access to all the Government records 
and publications, which he can consult in London at 
the India Office. Moreover, the conduct of investiga- 
tions in England possesses the advantage of securing 
valuable and authoritative help in the application 
of general economic principles to Indian conditions. 
Here too, it was necessary to reckon the balance of 
advantage, and it appeared that it lay on the side of 
attempting the task in England. 


Dr. Marshall always: used to impress upon his 
students at Cambridge that the professed economist was 
wise not to express himself at all in public on_ politics, 
although he should express his views on the economic 
side of political questions, and that if he did do so, he 
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was bound to keep his economic science separate 
from it. However, in the present conditions of India, 
it is very difficult to draw a clear-cut line of demarcation 
between economics and politics, and in a few cases, the 
completion of an economic analysis necessitates an 
appreciable encroachment upon the field of politics. But, 
an endeavour has been made to restrict the following pages 
as far as possible to pure economics and the economic 
side of political problems, avoiding all politics as such. 
Moreover, as these pages are the result of independent 
investigations carried on in the academic atmosphere 
and environments of an educational institution, it is 
evident that they have not been written to explain, sup- 
port, or represent any particular points of view or inter. 
ests, existing in India or elsewhere. Endeavours have 
been made to support the statements and conclusions 
in these pages by means of figures, wherever possible. 
This has been particularly difficult, many of the tables 
have been specially framed from scattered Government 
statistics, and some of them have taken a considerable 
-time to compile. 


The writer is indebted to Dr. E. Cannan, Professor 
of Political Economy in the London University, and 
a distinguished authority on the subject, for valuable 
guidance in the application of general economic 
principles to Indian conditions, and to Mr. W. H. 
Moreland, C.8.I.,C.LE.,L.C.8. (retired), whose writings on 
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Indian economic problems are well known to those interest- 

ed in them, for going through this work, and making 

several valuable suggestions. His thanks are also due to 

the officials of the Record and Finance Departments 

_ of the India Office for giving him free access to all the 
Government records and publications required by him. 


8. G. PANANDIKAR. 
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market—Post-war efforts of the United Kingdom to regain 
the Indian market in several goods lost to Japan and the 
U.S.A. during the war—The difficulties in the way of their 
success—Japan and the U.S.A. assisted in retaining the 
Indian custom by the important advantages obtained 
_ by them during the war—Efforts ofthe United Kingdom 
to regain the Indian market by the artificial means. 
of Imperial Preference. 


C.—The Policy of Imperial Preference. 


The direction of India’s fiscal policy not in the hands of 
the Government of India but in those of the Secretary of. 
Btate controlled by the British Cabinet—The Government. 
of India virtually made to adopt Imperial Preference 
on the ground of the promotion of the Empire’s strength 
and self sufficiency—Reasons why the policy will probably 
fail to achieve this object and merely benefit the United 
Kingdom and the Self-Governing Dominions at the expense 
of India—Three methods of the policy—The first likely 
to harm India by forcing her to sell her products in: 
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restricted markets—The second also may harm her by oblig- 

ing her to purchase some of the necessary imports in 

restricted markets—The third likely to benefit the indus-- 
tries of the United Kingdom and the other principal units. 
of the Empire at the expense of India’s industries—The 

weak and halting report of the Committee on Imperial 

Preference—The grant of real fiscal freedom to the Govern-.- 
ment of India the solution of the problem. 
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a Sa 
Industrial Development. 
The industrial movement before the war—Causes— __ 
Reasons for India’s great industrial weakness before 
the war—The great opportunities for industrial develop- 
ment afforded by the war—Why they were largely though 
not wholly wasted—The ways in which the war gave 
substantial stimulus to industrial development—The 
actual progress achieved in particular industries and their 
prospects—The encouragement given by the purchases 
and.other activities of the Indian Munitions Board— 
Its organisation, aims and methods of work—Reasons for 
the, appointment of the Indian Industrial Commission— 
Its recognition that in future Government must play 
an active and important part in industrial develop- 
ment—Its recommendations for the organisation of 
administrative machinery for this purpose—The 
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encouragement given by the war to industrial development 
largely artificial—The adverse effects of the raising of the 
exchange upon it—Danger of a set-back to the develop- 
ment achieved during the war on the return of normal 
conditions unless the industrial community and the 
Government co-operate in removing the great industrial 
deficiencies—The deficiency of capital still great for the 
middle-class industrialists—Recommendations of the 
Commission for the grant of various kinds of Government 
financial assistance—The deficiencies of labour and 
the suggestion of measures for their removal—The 
Commission’s recommendations for increasing the totally 
inadequate supply of skilled labour—Reasons for the 
ebsence ofa class of Indian entrepreneurs—Consequent 
ownership and control of a large number of concerns by 
non-Indian firms—The necessity for fostering indigenous 
enterprise—The part which the Government should 
play in promoting it—The tariff question. 


CHAPTER IV. 
oy ae 
The Revenues and Eyrpenditure of the Central and 
Provincial Governments. 

Comparatively satisfactory position of Government 
finance at the outbreak of the war—Decline in revenues 
under several heads during the first financial year of the 
war—Causes—Revelation of the warth at India’s financial 
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strength considerably greater than experts had thought 
—The revenues of the Central Government in 1919-20 
almost double those in 1913-14—Immense growth in the 


net railway receipts—Causes—The customs revenue 


more than doubled in 1919-20 as compared with 1913-14 
—Reasons—Immense increase in the revenue fronr direct 
taxes—Substantial, although less, increase in interest, 
opium, and excise receipts—Gain from the rise in exchange 
—The expenditure also of the Central Government 
doubled during the period, although no increase in it 
during the first financial year of the war—The enormous 
increase in the military expdenditure an unfavourable 
feature—Causes—Its prospects—The economic waste 
caused by it in India as in other countries—The increase 
in the cost of the administration another unfavourable 
feature—The large growth in interest payments a third 
such feature—The curtailment of expenditure on education, 
sanitation and medical reliei—The economic loss involved 
in it—Smaller growth in the revenues and expenditure 
of the Provincial Governments—Causes—The separation 
between the Central and Provincial Finance—The scheme 
of initial and equitable contributions from the Provin 

cial Governments to the Central Government—Conflict- 
ing factors in the prospects of the railway revenue— 
Prospects of the customs revenue—The continuance of the 
present scale of direct taxes inevitable—Prospects of the 
other heads of revenues of the Central Government 
—Prospects of Provincial heads: of revenues. . 
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CHAPTER  V. 
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Difficulties and Problems of the Ways and 
Means of Government Finances. 


The meaning of Ways and Means—Division of the war 
period in two parts—In the first part runs upon Postal 
Saving Banks and Paper Currency Offices due to loss 
of confidence— The ways in which the runs were met 
—The sale of Reverse Councils necessitated by the depres- 
sion of trade—In the second part of the war period 
the proper distribution of Ways and Means resources 
between India and England more important than their 
‘total amount—The cessation of borrowing in England 
counterbalanced by the reduction in capital expenditure— 
Reasons for the enormous war _ disbursements 
and encashment of Council drafts by the Government 
of India and the difficulties caused by them—The resources, 
some praiseworthy, others undesirable, developed by 
the Government of India for meeting these difficulties— 
The immense funds obtained by the Secretary of State by 
the recovery of disbursements in India on behalf of the 
Home Government and by the sale of Council drafts 
used by him to assist the Indian as well as Home Govern- 
ments in several ways—The problem of cash balances— 
The normal figures of balances in India and in England 
decided upon by the Government itself invariably exceeded 
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before and during the war—Causes of this infiation of 
balances—Ways and Means difficulties no adequate reason 
forthe inflation—The unsatisfactory position of the Govern- 
ment balances with the Presidency banks before the war— 
Liberalisation of the policy in this respect forced by the 
necessities of the war—Prospects of the Ways and Means 
problems—The necessity of discharging the Treasury 
bill liabilities and the suggestion of means for meeting 
it—Inability to borrow large sums in the London money 
market in the near future counterbalanced to some extent 
by the greater strength of the Indian money market reveal- 
ed by the war—Suggested reforms in the policy regarding 
cash balancess—Provincial Governments to be allowed 
to draw upon their balances with the Central Government. 


CHAPTER VI. 
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Taxation and Expenditure. 


The general forces governing taxation—Difficulties 
of comparison between India’s war taxation and that 
ot Western countries—Reasons for meeting the deficits 
of the first two financial years of the war by temporary 
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borrowing and not by highrer taxation—Increase in 
taxation in 1916-17 by enhancement of customs and salt 
duties and of Income-tax—Merits of the changes in customs 
duties—Importance of the decision to leave unaltered 
the import duties on cotton manufactures—Reasons for 
not raising them to the new general level in 1916-17— 
Reasons given by the Finance Member for increasing the 
burden of taxation—Great difference between India and 
Western countries regarding the alternatives of borrows 
ing and higher taxation for meeting war expenditure— 
The enhancement of Income tax not open _ to 
objection—Comparison between Income tax in India 
and England—The increase in salt duty not supportable 
—Reasons for further increase in taxation in 1917-18— 
The levy of super tax and surcharge on railway goods 
traffic, doubling of the jute export duty and increase 
of cotton import duty to the general level—Reasons for 
further increase of taxation in 1919-20—The levy of excess 
profits duty—The question regarding the necessity for the 
levy—The duty removed in 1920-21—General results 
of India’s war taxation—Fairer incidence resulting 
from the progress of direct taxation—Application of the 
principle of graduation—The burden of war taxation 
necessarily less severe in India than in Western Countries— 
No prospects of any relief for the masses from the present 
burden except the salt duty—Probabilities of a further 
increase of the burden upon the richer classes—The ultimate 
goal of direct taxation. 
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CHAPTER VII. 
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Contributions to the War and Public Debt. 


India’s financial and commercial position profound- 
ly affected by her contributions to the War—Despatch 
-of troops.to France to meet the first crisis of the war— 
The financial arrangements regarding these troops— 
Increase in the military expenditure on the Indian frontier 
and in Persia—Valuable assistance rendered to the 
Home Government by financing its huge requirments 
in India and the Hast—India’s losses from it—Assistance 
to the Home Government by very large investments 
in its Treasury bills and by complete withdrawal from 
the London money market—Generous contributions 
to numerous war relief funds—Continuous assistance 
im man power in several war theatres and the severe strain 
thereby imposed upon India—Supply of enormous 
quantities of munitions, raw materials and foodstufis at 
great inconveniences—India’s power of rendering direct 
financial help adversely affected by all these activities— 
The direct gift of £100 million in 1917—Decision to 
make a further gift of £45 million in 1918—Reasons for 
the reduction in this second gift—The contribution of 
£100 million raised largely in India by means of vigorous 
loan operations—Advantages of this procedure—Causes 
of the great success of the two war loans—Their lessons— 
The position of India’s national debt before the war— 
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The defects exist'ny therein—Larze addition to the debt 
du-inz the wa:—Difficulties of comparison between India’s 
debt an? that oi Western countries—Diminution of the 
defects in the system resulting from the war. 
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Currency and Exchange. 


Connection between currency and exchange problems 
and the Ways and Means difficulties of Government 
finances during the war—Division of the war period in 
two parts—Causes of the difficulties in the first part— 
A partial breakdown of the gold-exchange standard in 
the second part—The external aspect of the difficulttes— 
Causes of the abnormal increase in the favourable balance 
of trade—Artificial check to the natural flow of the precious 
metal; to India—The sale of Council drafts inadequate 
to meet ully the demands of trade—Causes of the rise 
in the price of silver—Reasons for raising the exchange 
value of the rupee from time to time—Consideration of the 
Finance Member’s a:guments regarding the effects of 
the rise in exchange upon trade—The actual movements 
of exchange following upon the movements in the sterling 
pricecf silver--The internal aspect of currency and exchange 
difficulties—Government difficulties of obtaining adequate . 

e._Tesources for war disbursements and encashment of 
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Council drafts—No considerable relief from the issue of 
- gold coin and bullion and of rupees—silver crisis in 1918 
met by the purchase of large quantities of silver from 
the reserves of the U.S. Government—The pre-war policy 
of checking internal gold circulation continued in the early 
part of the war—Reasons for its abandonment and for 
the issue of gold coin and bullion in the latter part—Coinage 
of gold mohurs and sovereigns— Western criticism of India’s 
absorption of precious metals largely unjust—Check 
to the expansion of paper currency in the early part of the 
war—lIts inflation in the second part for meeting Govern- 
ment difficulties—The steps in the process of inflation— 
Progressive curtailment of the facilities for encashment 
of notes—Consequent depreciation—Immense increase 
in the fiduciary portion of the Paper.Currency Reserve— 
Inflation in India less than in Western countries—The 
effect of inflation of currency upon prices—Incorrect 
explanations of the rise in prices—Marked difference 
between the rise in the prices of exports and imports— 
Causes—Results of the rise in prices. 
CHAPTER IX. 
———--<—_— 
Currency and Exchange. (continued.) 

The check to the normal flow of gold to India one 
ot the main causes of the currency and exchange difficulties 
—Detective silver policy necessitated by it—Significance 
of the enormous rise and the subsequent heavy fall in the 
price of silver—The course of action which the Secretary 
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change and breakdown of the legal ratio—The main 
recommendations in the majority and minority reports 
‘of the Smith Currency Committeg—The recommenda- 
tions in the majority report acted upon by the Secretary — 
of State—His action followed by unprecedented fluctua- 
tions in exchange and large and continuous sale of 


reverse Council drafts—Attempts to stabilise exchange 
abandoned by the Government—The recommendations 
of the Smith Committee based upon three conclusions— 
High exchange essential for a sound monetary system— 
High exchange advantages to the people—Fixing exchange 
in relation to gold and not sterling—Criticism of these 
conclu:ions—High exchange not essential for establishing % 
a sound monetary system—Rates of exchange determined 
‘ by the relative price levels in India, England. and 
the U.S. A.—High exchange harmful to the country— 
Linking rupee to gold impracticable—The best chances 
of securing exchange stability and a sound monetary — 
system afforded by endeavours to stabilise the rupee 
at 1s. 4d. (gold) and 1s. 7de (sterling)—Criticism of 
the recommendations of the Smith Committee in 
respect of Council drafts—In respect of the import, export 
‘and internal circulation of gold and silver—With regard 
to the Paper Currency and Gold Standard Reserves— 
Necessity of leaving the currency and exchange system 
to its own automatic action as far as possible and of its 
_ control by the Government of India only where essential. 
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by the crisis of 1913 regarding the ncccssity cf a Central 
bank reinforced by the war—The scheme for the 
amalgamation of fPresicency Eanks into the Imperial 
Bank of Indie—The valuakle edvantages to be expected 
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of the independent treasury system—The proposed orga- 
nisation of the Bank—Eenefit to the Bank from 
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war greater than the . gain—This result natural—Al/ 
belligerent countries excepting Japan in the same posi- 
tion—Sacrifice of economic resources to secure the aims of 
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of the losses likely to be made up—Therefore even in the 
economic sphere, the probability of the balance between 
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near future. 
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INTRODUCTION 
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The outstanding characteristic dominating all the 
aspects of India’s economic life during the last three 
decades has been that the country has been passing through 
an industrial revolution, similar in many respects to the 
one, which took place in England during the early part 
of the last century, and later in the other countries of 
Western Europe. During this period, . India has been 
in a state of transition from the old archaic economic 
order to the new and reorganised order, typified by that 
prevailing in England. Though the transformation is 
still in its earlier stages, the. change, which has already 
taken place, is most striking. In 1892, when the first signs 
of this industrial revolution were just beginning to be 
perceptible, the late Mr. Ranade, the pioneer economist 
in India, described the economic conditions of the country 
in the following words: ‘“ With us an average individual 
man is, to a large extent, the very antipodes of the Eco- 
nomical man. The Family and the Caste are more powerful 
than the Individual in determining his position in life. 
Self-interest in the shape of the desire of Wealth is not 
absent, but it is not the only nor the principal motor. 
The Pursuit of Wealth is not the only ideal aimed at. 
There is neither the desire not the aptitude for free and 

unlimited competition except within certain predetermined 
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grooves or groups, Custom and State Regulation are 
far more powerful than Competition, and Status more 
decisive in its influence than Contract. Neither Capital 
nor Labour is mobile, and enterprising and intelligent 
enough to shift from place to place. Wages and Profit 
are fixed and not elastic and responsive to change of cir- 
cumstances. Population follows its own Law, being cut 
down by disease and famine, while Production is almost 
stationary, the bumper harvest of one year being needed 
to provide against the uncertainties of alternate bad 
seasons. Ina society so constitued, the tendencies assum- 
-ed as axiomatic, are not only inoperative, but are actually 
deflected from their proper direction.’’* 


Twenty years later, Sir Theodore Morison writes, 
“Production upon Western lines has hardly been attempted 
for more than the life-time of one generation, but within 
that short space it has made a most promising beginning, 
and in the last twenty five years the progress achieved 
has been amazingly rapid.” + During this period, the 
railway mileage nearly doubled, and both he and Prof. 
Radhakamal Mukerji { show how the development of the 
railways broke down the economic isolation and self-suffi- 
ciency of the village. ‘‘Rural society is no longer solely 
dependent upon its own resources for supplying its needs, 


* Essays on Indian Eccnomics, pp. 9-10. 
+ Economic ‘Transiticn in India, p. 171. 
t Foundations of Indian 1 economics, Book I, Chap [ 
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Secure of access tothe large European markets, the cul-- 
trvator no longer dreads that a bumper harvest will so 
glut his petty local mart that his produce cannot be sold 
OC eens The substitution .f money for barter and 
payment in kind is a familiar symptom of the transition 

from the old to the new economic order; it is now in full - 
operation in India.”’ * ‘Thus the sudden introduction 

of competition into an economic unit which had’ from 
time immemorial followed custom has wrought a mighty 
change.’’ The growing tendency to migrate to the trade 
and industrial centres has been another feature of this 


economic transformation. 


That India has been passing through a process of 
economic transformation is thus generally admitted, — 
and the question arises, whether this process has been 
hastened or retarded by the war, and whether the war 
has furnished any fresh indications of the strength of the 
forces which have been at work. These pages, therefore, 
will have to attempt an answer to this question, after a 
thorough analysis of the actual effects of the war upon 


India’s economic life. 


The economic conditions in India described above 
in the words of Mr. Ranade, when the premonitory signs 
of the approaching industrial revolution were just 
discernible, led him and other writers after him to assert 


* Economic Transition in India, pp. 164-5. 
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that, as the economic conditions in India differed widely 


from those in the West, and as Political Economy, as 
developed inthe West, was based upon certain hypothetical 
assumptions, which were not true in the case of an agricul- 


tural country like India, its principles did not apply to 


her. They did not admit that economics was a universal 
science, and maintained that it was merely the science 
of Western industrialism, 7.¢. of business as it was done in 
the manufacturing countries of the West, and that India 


therefore must develop “National Economics’ or ‘Indian 


_ Political Economy’ of her own. With the progress 


of the industrial revolution in India and of her approach 
tothe Western conditions, some of the writers have realised 
that there cannot be one Political Economy for India and 
another for England, that India cannot be relegated to 
what Bagehot called a pre-economic era, that custom can- 
not be said to be the controlling factor of Indian economic 


Jife, and that the general economic reasoning, as developed 


in the West, is capable of application to Indian conditions, 
with the precaution to examine, how far its premises square 
in each particular case with the facts, Economics being a 
body of reasoning, which holds good, and professes to hold 


good only when certain premises are granted.* However, 


some writers still hold that India must develop a Political 


*See, for instance, Sir T. Morison’s paper read before the Allaha- 
bad University Convocation, November 1904, and the first or Brij 
Narayan’s ‘Essays on Indiau Economic Problems.’ 
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Economy of her own, because her economic tendencies 


are still radically different from those in the West.* 
_Itis therefore desirable to consider, whether the experiences 
of the war can throw any new light upon the situation, 
and this is the second question which will have to be 
answered in these pages. 


In order to understand the applicability of economic 
principles to Indian conditions, it is necessary to grasp 


their true nature. In the abnormal circumstances of the 


war, the results to be expected from the operation of certain _ 


economic forces could not be discerned in the case of India, 
but it did not follow that those forces did not apply to 


India. All economists, from Mill downwards have explain- 


ed that economic principles are mere statements of tenden- 


cies, whose operation may be counteracted by opposing 


circumstances. This truth was perceived much more’ ~ 


clearly during the war than ever before. The war was 
fought for ends other than economic, and in order to gain 
them, the free play of economic forces was interfered 
with in all countries to a far greater extent than had ever 
been done before. Itis desirable to examine the nature and 
extent of this interference in the case of India, in order 
to understand the applicability to her of the economic 
forces interefered with. This will then be the third problem 
to be dealt with in these pages. 


* This is the basis of Prof. Mukerji’s ‘loundations of Indian 
Economics.’ 
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Again, this intereference was bound to result in econo- 
mic losses as well as gains. It is therefore necessary to draw 
up a sort of balance sheet of these losses and gains, and 
to determine whether the war left India with a net eco- 
nomic loss or gain. A distinction, however, will have 
to be made between the present conditions and tose 
in the near future, and the balance sheet of present losses 
and gains will have to be modi’ed accor<ing as the 
losses appear to b> more or less permanent than the gains. 
This will be the last and the most important problem for 
examination in the following pages. 


It will not ke possible to deal with the problems 
raised above, without a detail d analysis and examination 
of the actual economic efiects cf the war upon India. 
Such an analysis has been attempted in the following pages, 
but it may be explained that it has been restricted to those 
factors, regarding which generalisations more or less 
affecting the whole country can be made. ‘This 
is true of foreign commerce, organised industry, 
finance and banking, and public finance. Agriculture 
and handicrafts could not be treated effectively in a work 
of this nature, because they vary so much by local-ties, 
that all-India generalisations on them are not likely 
to serve any useful purpose. In order to deal effectively 
with them, India will have to be broken up into a large 
number of tracts, and they will have to be examined 
separately in each tract. Even the examination of 
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organised industry, prices and wages is not altogether free 


from this difficulty, and it may be explained that their 


analysis in the following pages is meant only to furnish 
a fairly correct idea of the conditions generally prevailing 
in the country ‘as a whole, and that the actual conditions 
in particular parts of the country may be appreciably 


different from these. 


NOTE. 
The conversion of rupees into sterling throughout 
this work has been made at the rate of Rs. 15—£1. 


VALUE OF INDIA’S TOTAL FOREIGN SEA-BORNE TRADE IN & MILLION 


imports 1913-4 1914-5 1915-6 1916-7 1917-8 1918-9 1919-20 


Priv»te Merchandise 122.2 91.9 88.0 99.8 100.3 112.7 138.6 


Government Stores 5.4 4.7 Ae os ie ae U OSSeso tonl 9.2 
Total irs oe 127.6 96.6 . 92.1 106.8 109.6 125.7 147°8 
Merchandise 
Exports. ; 

Private Merchandise. : ' 

Indian produce 162.8 11893 128.3 158.0 155.6 159.6 206.2 
Foreign goods 

(te-exports) .. Sat aids ore 5.4 6.1 9.7 11.8 
Total private mM 

Merchandise .. 165-9. “12 Oee tol bn lOe.4- 161.7 169.2 21828 
Government Stores -09 4 rae ed 1.6 1.0 ite ee 
Total Merchandise 166,07 120 teste <9 164.8 . 168.38. 170.2 22tes 
otal imports and ex- 

ports of merchan- 

dise (private and 

Government) .. 29300 «2G 22 le 27037 272.8 295.9 36056 
Net Imports of treasure 
Private (Gold) .. 15.5 5.6 —.8 8.8 18.3 —1.6 Van 

soe (Salver)~.. 4,2 657 Se (eo oe «D wha —.3 
Government (Gold) -. —.-5(a)—.02(a)—.02(a) 3.5 —2.0(a) 20.8 

2» (Silver) 4.5 —.7(a) —.5(a) 14.7 12.2 44 .6 19.8 

Total Treasure (Gold) 15.5 5.1 —.7(a) 8.8 16.8 —3.7(a) 23.5 

ify ‘9 (Silver) 8.7 5.9 aed j ACIS te ait tae diame Bayes WT 5) 
Total ie Pe 24,2 DVO 2.5 ZUI3 31 29..6 = 41.60 43.0 
Net exports of 

merchandise .. 88.5 24.8 ~ 40.9:'- 158-0 53.7 44.5 —74.0 

Including Govern: : 

ment Stores 

Excess of Exports 142 oes oeeor OOdtl 24m 2.9 SiO 


(a) Net exports. 
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CHAPTER I. 


—_—_—_@—— 


General Characteristics of Foreign Trade. 


According to the economic theory of international: 
trade, a nation’s prosperity cannot be said to vary directly 
or at all exactly with the amount of its foreign 
trade, because the latter is determined by other factors. 
besides productivity. It is regulated by the differences 
in the comparative costs of production, and the amounts 
of these have no necessary connection with efficiency, 
though it is true that the larger the output per head of 
population, the greater will be the variety of goods produc- 
ed, and that the higher the degree of specialisation, the- 
ereater will these differences tend to become. Thus, it is 
theoretically possible that the foreign trade of a country 
may decline simultaneously with its economic advance, 
if that advance reduces its differential advantages in the 
costs of production compared with those of other countries, 
and that the opposite case may also happen. However, 
it would be palpably absurd to urge that these possible 
cases are at all likely. Under the circumstances of modern. 
commerce, the increase in the foreign trade of a country 
per head of population does usually indicate its advance- 
in economic efficiency, keeping aside counteracting causes 
such as the raising of tariffs, or co-operative influences. 
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such as the cheapened means of transport.* The chief 
practical value of the above theory lies merely in the warn- 
ing which it conveys against using the declining figures 
of trade relating to a few classes of the exports of a country, 
as indications ofits economic decay, as a whole, or even 
in particular industries. In the case of India, the value 
of her foreign trade compares unfavourably with that of 
most of the principal countries of the world in relation to _ 
their respective populations,} and it would be difficult 
to assert that this fact is not one of the indications of 
her general economic inefficiency, which can be proved 
beyond doubt by other data. Again, the only way to 
examine the changes in the foreign trade of a country 
in the course of time, or to compare it with that of other 
countries, is to deal with percentages and the amount 
per head.* But it should be borne in mind that in drawing 
any conclusions from the figures obtained in these ways 
the absolute amounts should also be taken into account, 
and that otherwise the conclusions may sometimes prove 
misleading. | 
During 1909-10 to 1913-14, the quinquennium preced- 
ing the outbreak of the war, India’s foreign sea-borne 
trade expanded somewhat rapidly, and the expansion 
was most marked in 1912-13 and 1913-14. This period 
was one of a great development of trade and industry 


* Cf. Brassey and Chapman—Work and Wages, Vol. II, p. 2. 
~ See Appendix TI. 
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in all the countries of Western Europe, in the U.S. A. 
and in Japan. The demands of these industrial popula- 
tions for foodstuffs and raw materials produced in 
any part of the world benefitted agricultural 
countries like India. The trade during the four pre-war 
months, April to July 1914, was somewhat below normal 
on account of the legacies left by the previous year in 
the form of a partial failure of the winter rains in the 
- United Provinces, a continuance of bank failures in 
Northern and Western India, and a glut of piecegoods 
due to overtrading. However, a favourable south-west 
‘monsoon promised an agricultural prosperity, and at 
the end of July 1914 there was every reason to anticipate 
that trade would have a really good year. Then came the 
war, and India, intimately connected with the markets 
of the world in recent’ years, could not be expected to 

escape its shock. All her recent economic develop- 
ment has been along the lines of a diminished isolation 
from the rest of the world, and therefore she was not 
able to escape from the consequences of that economic 
solidarity, which bound her closely with the outside world, 
Hence, it was natural that the effects of the war on India’s 
overseas trade should be far-reaching. The extent of 
the catastrophe may be realised from the fact that the 
exports of merchandise during the eight war months 
August to March 1914-15, as compared with those during 
the same months of the previous year, fell off by 43 per 
cent and that the imports of merchandise similarly fell 
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off by 34 per cent. Several factors operated to bring 
about this enormous reduction in India’s overseas trade 
In the first place, the cessation of commercial relations 
with the enemy countries had serious effects, because 
Germany had been India’s best customer after the United 
Kingdom, both in the export and import trades, 10.3 
and 6.9 per cent of India’s export and import trades in 
1913-14 being with Germany, as compared with 23.7 
and 64.1 per cent with the United Kingdom. The cessa- 
tion of India’s exports to the enemy countries was more 
disastrous than that of imports, firstly because the exports 
had a greater value, and secondly because, while it was 
feasible to replace the imports to some extent by those 
from other sources, the enemy markets for Indian produce 
could not be replaced. The result was a serious fall in 
the prices of important staples, such as cotton, Jute and 
oilseeds, and a considerable distress among the agricultura- 
lists growing these crops. Secondly, the trade with the 
allied countries, such as France and Belgium, had to be 
curtailed, as they had become theatres of war operations, 
and their demand for Indian produce was reduced to ® 
large extent. Thirdly, the Government imposed severay 
restrictions upon the export trade with the neutral coun. 
tries, in order to prevent Indian foodstuffs and materials 
capable of being used for war purposes from reaching, 
the enemies through the neutral countries, and also to 
make the Indian supplies more easily available for military 
requirements. Fourthly, the tonnage available for trad, 
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purposes was seriously reduced owing to the disappearance 
of the German and Austrian mercantile marines from 
the seas, and the impressment of a large number of 
vessels for military transport, and the neutral and Japanese 
shipping was not extensive enough to fill up the gap to 
any appreciable extent. Fifthly, the dislocation of the 
world’s exchanges brought about by the war adversely 
affected India’s foreign trade. However, the stability 
of the Indian exchange was maintained, owing to the 
measures taken by the Government and explained fully 
later on. Lastly, the raids of the German cruiser Emden, 
which wrought a considerable amount of destruction in 
the Bay of Bengal, and the menace of the ‘Konigsburg’ 
inthe Arabian Sea checked for some months the export 
~ trade. * 


During 1915-16 the effects of the crisis brought about 
by the outbreak of the war disappeared substantially, 
the trade adjusted itself to some extent to the new condi- 
tions, and a sort of war equilibrium, although an unstable 
one, was established. Although trade operations continued 
to cause a considerable anxiety, the special difficulties 
occasioned by the outbreak of the war, such as the run 
upon the postal savings banks and the Paper Currency 
Offices, had disappeared. However, the monsoon 
conditions were not very favourable. The South-West 


a a ee ee 
f 9 Cotton—Handbook of Commercial Information for India, 
p- 100. 
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monsoon arrived late, and was weak and irregularin the 
northern parts of the Bombay Presidency and in large 
“tracts of the Punjab. Parts of Assam, Bengal and the 
United Provinces, on the other hand, suffered from exces- 
‘sive rainfall. The winter rains also proved inadequate 
and untimely in Northern India. Moreover, the factors 
‘mentioned above as adversely affecting the overseas trade 
continued to operate. The dearth of tonnage became 
‘more pronounced and freights rose higher. The freights 
from Caleutta to London rose 7 times and those from 
Bombay 11 times what they were at the beginning of the 
war. The necessity of the Government intervention 
and control was intensified, and although the policy of 
stimulating the export of some articles to the United 
Kingdom, the allied countries and those manufacturing 
munitions for the Allies, was pursued, the general effect 
ef the Government control was to restrict the recovery 
of trade. The net result of all these factors, favourabl® 
and unfavourable, was that the export trade recovered 
appreciably, but that the import trade continued to 
decline. The export of total merchandise including the 
Government stores and re-export of foreign goods increased 
by 9 per cent, but the import decreased by 5 per cent; 
as compared with those in 1914-15 which contained eight 
war months. The recovery in the export of jute, 
gunny bags and cloth, raw wool, and tea in fparticular 
was noteworthy. 


40 


During 1916-17 the famine in tonnage became more 
serious, and at the close of the year the freights rose to 
14 times their pre-war level. The ratesfrom Bombay to 
London at the end of 1916-17, as compared with those 
a the close of 1915-16, rose by 90 per cent, and the rates 
from Calcutta 60 per cent. The rates to the Far East 
also increased, but not to the same extent as those to 
the Western ports on account of the greater activity of 
the Japanese shipping companies. Another adverse 
factor which began to operate from this time was the 
curtailment of the sale of Council drafts on the part of the 
Secretary of State for India, which introduced serious 
difficulties in the finance of trade operations, and which 
is fully dealt with in the chapters on finance. The monsoon 
this year, however, was particularly good. It came early,. 
stayed late, andits distribution was exceptionally uniform. 
This was fortunate, because the winter rains were much 
below the normal. The crops therefore were on the whole 
better than those of 1915-16, and the out-turn was above 
the average of the pre-war quinquennial period. Moreover, 
other favourable factors, affecting both the export and 
import trades, began to operate from this time onwards. 
With regard to the former, as the demand for munitions 
of war rapidly increased with the progress of the war, 
and as the resources of the allied countries had become 
most severely taxed by this time, the demand for Indian. 
produce and manufactures for war purposes became keen, 
and developed in intensity during the following years of 
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the war without any consideration of their prices. As 
the export of these articles possessed a supreme importance 
from the point of view of the conduct of the war, the Govern- 
ment of India had to take special measures to facilitate 
these exports, and exported a large value of these articles 
on its own account. In regard to the import trade, Japan 
and the U.S.A. began to display a considerable activity, 
and to secure the custom entirely lost by Germany and 
Austria, and to an appreciable extent by the United King- 
dom on account of her concentration upon the war. Hence, 
the value of India’s overseas trade in 1916-17 showed 
a substantial increase as compared with that in 1915-16, 
the exports and imports of merchandise increasing by 
21 and 13 per cent respectively. Nevertheless, the value 
of the export trade did not yet recover completely from. 
the effects of the war as it was 2% below that of 1913-14 
the pre-war year, while the recovery of the value of the 
import trade was far from complete, because it was 16% 
below that for 1913-14. 


In 1917-18 the demand on the part of the Allies for 
articles of vital and national importance continued. 
The monsoon was unusually good, the crops were on the 
whole satisfactory, and the surplus produce available 
for export was considerable. But the scarcity of tonnage 
made itself felt still more, and the freights continued to 
leap upwards, with the result that the overseas trade merely 
maintained the position reached in the previous year 
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the imports of merchandise being the same in value and the 
exports decreasing by only one per cent. Thus, although 
four official years had elapsed since the upheaval caused 
by the outbreak of the war, India’s overseas trade, far 
from showing any expansion, did not even recover complete- 
ly from the effects of the upheaval. This was specially 
"so in regard to the value of the imports of merchandise. 
The result was that in this year India, which had hitherto 
held the second place in the Empire’s trade, next only 
after the United Kingdom, had to give it up in favour 
of Canada. 


The year 1918-19 was remarkable from the point of 
view of trade, as a large number of conflicting 
events were crowded into it. The first half of it was 
characterised by a considerable vigour in the production of 
munitions and the export of articles of national importance 
and high prices. These efforts, however, were checked 
by a silver crisis caused by the depletion of the Government 
rupee balances, and the rise in exchange and a still greater 
scarcity of tonnage. Nevertheless, the monthly figures 
of the overseas trade showed an appreciable increase. 
Then came the armistice, and the position changed 
completely. Miltary activities could not be reduced 
immediately, but private trade was suddenly curtailed, 
mainly because a large number of traders who had been 
gambling upon the protraction of the hostilities and a 
Continued rise in prices, found their calculations upset, 
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and the unhealthy speculation met its deserved fate. 
To add to this, a sarcty began to prevail in large tracts 
in Bombay, the United Provinces and some other parts 
A the country, a8 the monsoon had failed badly. At 
this critical time, a fierce epidemic of influenza spread 
- all over the country, exacted a toll of six million souls, 
besides incapacitating many millions for a considerable 
length of time, and thus seriously reduced the labour 
available for agricultural operations. The net result 
was that the year’s exports of merchandise showed an 
increase of value of only 4 per cent over those of the previ- 
ous year. The imports however fared better, and an 
increase of 12 per cent was recorded. Nevertheless, 
the value of the total exports of merchandise was only 
2%, above and that of the imports was still 2%, below 
the figures for 1913-14. Moreover, even the small increase 
in the former case was almost wholly due to greater re- 
exports of foreign goods. 


It is thus seen that until 1918-19 India’s tota] overseas 
trade, far from showing any expansion, had not even 
recovered completely from the adverse effects of the war, 
even if only the value and not the volume of trade is 
taken into account. Moreover, this recovery in the value 
was inainly the result of the rise of prices in the case of the 

exports, and entirely so in the case of the imports. It 
is therefore important to eliminate the effect of the 
rise in prices. For this purpox, the value of the 
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exports and imports during the succeeding years 
should be calculated on the basis of the level of prices 
_ prevailing in 1913-14. The calculated values would then 
represent what the values of the exports and imports would 
have been, if the prices had remained on the same level 
as in 1913-14, the difference between the calculated values 
of the trade in the succeeding years and the value recorded 
in 1913-14 representing the variation due to the change 
in the volume of trade, and the difference between the 
calculated values and the actual values recorded in the same: 
year representing the variation due to the change in. 
prices. The official figures of the rise in average prices. 
in respect of 61 articles of import and 50 articles 
of export as compared with the pre-war year 1913-14 are 
as follows.* :— 


1913-14 1914-15 1915-16 1916-17 1917-18 1918-19 


Imports 100 101 126 170 211 268 
Exports 100 102 103 117 125 150 


The following figures are of the recorded values of 
the overseas trade in total merchandise in £ million. 


1913-14 1914-15 1915-16 1916-17 1917-18 1918-1% 


Imports 127.5 96.5 92.1 106.8 109.6 125.7 
Exports 166.0 121.4 133.0 167.9 163.3 170.2 


* Review of the Trade of India, 1918-19, p. 2. The great dis- 
crepancy between the rise in the prices of imports and exports. 
was not exceptional, because the same phenomenon occurred in 
the case of the Argentine Republic, the rise in the prices of her 
imports and exports in 1919 as compared with 100 in the pre-war 
year amounting to 300 and 170 per cent respectively. 
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From these two tables, the following figures of the 
value of the overseas trade in total merchandise calculated 
at the prices current ‘in 1913/14, are obtained. 

1913-14 1914-15 1915-16 1916-17 1917-18 1918-19 
jimports: -“iateuee0.0- 718.) 62.8 "OTS 46.9 
exports. 166-0 Fly. VU. 129.1 140.9 130, Ge tlab 


These figures show that the volume of the imports 
declined continuously and rapidly and that the volume 
of the exports recovered to some extent in 1915/16 and 
1916/17, but again declined considerably during the two 
subsequent years. The decline in the volume of the trade 
is also brought out by the following official returns of the 
tonnage of ships entered or cleared with cargoes from or 
for abroad.* 


The tonnage of vessels engaged in the foreign 
sea-borne trade which entered and cleared at Indian 
ports in million tons.y+ 
1912-3 1913-4 1914-5 1915-6 1916-7 1917-8 1918-9 
Tonnage of 
vessels 8.7 St Gos G07) 36.0. 5a seer oe 
entered 
Tonnage 

of 
vessels 8.8 Peo 66.0 6.) > 6.1 5 eee 
cleared 

Vota! s A eee 32.8).12-1 12.07 10; 8eeF0i4 


* Cf. Fuchs—The Trade Policy of Great Britain and Her 
Lolonies since 1860, p. 97. 


{ Review of the Trade of India 1918-19 p. 77. 
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The progressive decline in the tonnage of vessels: ~ 
entered and cleared from 1914-15 onwards, as compared 
with the figures for the previous years, is striking. There 
would have been no reason for deprecating the 
decline in the volume of the exports, if their value had 
recovered in a couple of years from the effects of the 
war and then had increased substantially, for to sell dear 
and to buy cheap is what pays. The decline in the volume 
of the imports, consisting mainly of manufactured goods: 
essential for a direct consumption or further production 
imposed serious hardships upon the people of the country, 
and demonstrated the dangers of the economic deterioration 
as a result of which India since the early decades of the 
last century, has largely become the supplier of raw 
materials for the industries of the Western countries, 
and the most valuable market for their manufactured 
goods. From the eighties of the last century Indian 
economists repeatedly pointed out the grave dangers of 
the excessive ruralisation of the country, and her almost 
complete dependence upon the foreign countries for essen- 
tial manufactures, and the above figures of the rapid 
decline of the volume of the imports during the war give ~ 
a practical and valuable proof of their contentions. 


These figures also prove the inaccuracy of the belief, 
popularly held, and- tacitly supported by Mr. Shirras 
and some official publications,* that India’s foreign 


*See Shirras—Indian Finance and Banking, pp. 16 and 50, 
Review of the Trade of India and the Financial Statement and 
Budget, 1918-19. 
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trade enjoyed an immense prosperity during the war. 
This belief is due to the abnormal increase in her favourable: 
balance of trade brought about by a serious reduction 
in the imports. The increase in the balance had the effect 
of merely giving to her people large quantities of paper 
money and precious metals, which were largely hoarded,. 
while the true test of an increase in the prosperity 
of a country lies in an increase in her consumption of goods, 
which go to make up a civilised standard of life.* <A 
few traders especially in the capital cities, made large 
profits out of the war conditions, and this also has led 
superficial observers to believe that India gained an 
immense prosperity during the war, but there is no evi- 
dence of any general improvement in the standard of life 
in the country. Moreover, as will be explainedin the 
concluding chapter of this book, if the war had not inter- 
vened, the pre-war expansion of India’s foreign trade 
would probably have continued for some years, although 
perhaps at a somewhat slower rate. 


The value of India’s foreign sea-borne trade did not 
exceed the figure which it had reached in 1913-14, to any 


* The average citizen, untutored in economics, is still a victim 
of the cld mercantilistic fallacy, and believes that the old mer- 
cantilistic phrases, ‘favourable balance of trade’ and ‘unfavour- 
able balance of trade’ are to be taken literally. Frequently, it is 
even imagined that the only gain which a country as a whole can 
secure from foreign trade isin an excess of exports over its imports 
and an accumulation of money. ‘The lesson of the experience of the 
U.S. A. during the war with an accumulation of gold shows that an 
accumulation of money in a country merely lowers the purchasing 
power of that money. See Fisher, Stabilising the Dollar, p. 179. 
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appreciable extent, until 1919-20. It was only in this 
year that it left the pre-war figure behind-in a substantial 
degree, and marked some return to pre-war conditions. 
Tonnage became more abundant, many of the restrictions 
on trade were removed, and especially those on trade with 
ex-enemy countries, the markets of the world became 
more active, and there was a large demand for Indian 
produce on the part of Western countries for the reorgani« 
sation of their industries on a normal basis. However, 
the restrictions on the export of cereals had to be maintains 
ed, the course of trade was sometimes hindered by labour 
unrest in many parts of the world, and the rise in exchange 
was an unfavourable factor in the expansion of the export 
trade. Moreover, it would be incorrect to assume an 
increase in the quantity of exports and imports correspond- 
ing to the increase in their value as compared with that 
in 1918-19, and although the prices of some imported 
manufactures fell appreciably, {for the majority of 
commodities a further rise in prices was an important factor 
in the case. Again, the increase in the value of exports 
was much more marked than that in the value of imports, 
the former being nearly double the latter. While the 
most valuable export in 1918-19 was jute, in 1919-20 
its place was taken by cotton, raw and manuafctured, 
‘its total value being £58 million as against £30 million 
‘in the previous year. The export of raw jute increased | 
from £81 million to £16% million, but the export of 
manufactured jute declined by £1. 8 million. 
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This expansion in the value of foreign trade, however, | 
did not endure, and in 1920-21 the balance of trade moved 
against India, because, while she imported comparatively 
large amounts of manufactured goods not available during 
the war, her export trade received a substantial set-back 
for several reasons. Firstly, the embargo on the export 
of food-grains had to be continued on account of the 
unfavourable agricultural situation and their high prices. 
Secondly, the export of Indian produce, especially raw 
cotton, to Japan was considerably reduced on account of 
the serious financial and commercial crisis in that country. 
Thirdly, the economic situation in Central Europe became 
worse, largely on account of a further inflation of currency 
and depreciation of the foreign exchanges, the output of 
its industries and its exports did not improve, it could 
not obtain credits to any substantial extent, and conse. 
quently its ability to purchase commodities from other 
countries diminished considerably. This reduction in 
the effective demand on the part of Central Europe 
substantia lly affected India’s export trade, as it has been 
a valuable market for Indian produce. Fourthly, the 
ether European and the American markets were over- 
stocked with Indian produce on account of its large im- 
port in the previous year and the inability of the industries 
of these countries to use it up fully, and consequently 
jess Indian produce could be disposed of in these markets, 
Finally,the adverse effect of exchange fluctuations continu- 
ed during this year also. Thus even in 1920-21 'India’s 
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foreign trade could not free itself entirely from the unfa— 
vourable effects of the war. 


Having examined the general effects of the war on 
the value and volume of the foreign sea-borne trade of 
India, it seems desirable to proceed to compare them 
_ with those of the other principal countries of the world. 
However, the comparison will have to be restricted to 
the effects upon the values only of the trades of the several 
countries, because it isimpossible to find out the volumes. 
‘The comparison will be useful in examining the validity 
of the argument of those who assert that India has. 
benefitted from its ruralisation, vtz. that the trade of 
acricultural countries suffers less from the shock of a war 
than that of manufacturing countries. Even to-day this 
argument is frequently advanced by those who have neg- 
lected a comparison of this kind. The following figures of 
the foreign trades in merchandise of the principal countries: 
_ of the world will be found instructive for this purpose.. 


“A - 2s > 
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Value of imports and_exports of merchandise of certain 
principal countries.* 


—---——— - 
UNITED KINGDOM £ million. 
Year. Total Exports Exports Total 


Imports. of Britsih of foreign exports. 
produce. & colonial 
produce. 


1913 aA 768.7 LA seed 109.6 634.8 
1914 = 696.6 430.7 95.5 56253 
1915 S% 851.9 384.9 99.1] 483.9 
1916 wa 948.5 506.2 97.6 603.8 
1917 ate 1064.2 527.1 69.7 596.8 
1918- <— LSL6e. 1 501.4 30.9 ~ 532.4 
1919* ae 1631.9 798.1 164.3 962.7 
* Provisional figures. 

ITALY in £ million SPAIN £ million 
Year. Imports. Exports. Year. Imports Exports: 
a Kt Es Somer 145.5 100.2 1913 47.2 39.9 
1914 116.9 88.4 LOT AL 3 42.0 S0uS 
1915 188.1 LOTS LOS sea 48.3 50.8 
1916 335.6 (CBs 1S l6c ae. Saag Dost 
19137 =, 559.6 132.3 acon 3 Saat Baa | 
AD Tost 3 641.5 133.8 TOTS. 28 24.4 37.9 
1919* . 660.7 Z0%0 

* Provisional figures. 

FRANGE. £ Million, RUSSIA. Millions of roubles 
Year. Imports Exports Year. Imports. Exports. 
1915 ate 441.3 150.3 1913. “e187 Se Oates oes 
TON Gc clays 606.4 194.3 1914 .. 1098.0 956.1 
1917 are 652.5 SO DOLD oe hae 397.2 
1D EST eee 892.1 188.9 1916 .. 1153.0 402.0 
1919". TO Te ee S45. 5 Cne million roubles euquals 

£105,735 7s. 

SWITZERLAND. £ million. SWEDEN. £ Million. 
Year. Imports Exports, Year. Imports. Exports 
$OU3 — c 76.8 58.0 11S, 46.6 45.0 
19D4< sre 59.1 AT .7 aS eee 40.0 42.5 
LOLs 67,2 66.8 LOM cee 62.9 223 
T9I6 3 95.1 97.8 TOTRG coe 62.7 85.7 

a ith teeta Gane 86.5 
1918 Not 74.4 


available 


* Statesman’s Year Book 1920 and Annual Year Books of 
several countries. 
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U.S. A. £ Million. 


Year ended 
June 30 Imports. Hxports 


OPO. Les 362.6 485.7 


19i@ .. 378.8 465.9 
BD pe 334.8 553.7 
MOG = 5%. 439.6 866.7 
Mess oz 531.9 1258.0 
1918°*>..... 589.1 1183.8 
a919  .. 619.2 1445.9 


. 


BRAZIL. ¢£ millicn. 


Year. Tmports Exports 
ik?) Sine 35.4 46.8 
1915 ots 30.1 53.9 
MOIG. S. 40.4 56.5 
TS) by eae 44.5 63.0 
19IS 6. 52.8 61.2 


EGYPT £& Million. 


Year. Imports Exports 


EE a ce ZA oe, 24.1 
LORD: 19.3 27.0 
ONO Re ois 30.9 37.5 
OM digo... 33.2 4) ah. 
fOIS Se 51.2 45.4 
CANADA 


Year ending 

March 31st. 

1913-14 we es aa 
1914-15 oe a Si 
1915-16 


1916-170: 4.) ee 


1917-18 


9619-10 oe ~ oaets 


(a) No longer published. 


ARGENTINE REPUBLIC ¢ Million 


Year. ‘Imports Exports 
1914 64.5 80.6 
1915 op eS 116.4 
1916 7 pee 114.6 
1917 76.1 110.0 
1918 96.2 165.3 
JAPAN. £ million. 
Year. Imports Exports 
1913 72.9 63.2 
1914 59.6 59.1 
1915 53.2 70.9 
1916 75.6 ble bay 
1917 103.6 160.3 
1918 166.8 196.2 
~ 1919 196.2 209.9 
UNION OF SOUTH AFRICA* 
£ million. 
Year Imports Exports. 
TOUS 41.8 66.6 
1914 —. 36-3 39.9T 
1915 Sie 16.7 
1916 40.4 23.8 
1917 36.5 28.5 
1918 49.5 32.9 
Millions dollars. 
Total Imports Total 
Imports for home Exports. 
Consumption. 
650.7 633.7 479.0 
629.4 587.4 490.8 
564.5 542.1 882.9 
(a) 873.4 1375.8 
(a) 962.5 1586.2 
(a) 916.4 1259.9 


* Including bullion but not specie. 


+ About 15 million £ of gold, which in normal times would 
have been exported was retained in the country on behalf of the 
Bank of England. No information is available for later years. 
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AUSTRALIA.* £ Million 


Exports 
Years, Imports Australian Other Total. 
produce, Produce. 
1913 ad 79.7 Dent ee 4 78.5 
1914 f pe 39.8 36.3 a bey 37.9 
1914-15 f.. 64.4 58.1 2D 60.6 
FOTS=16) 2555 Tiad CLES 5.0 74.8 
LOUGH ane WOmna 95.1 2.9 93.6 
1917-18 .. 60.8 72.0 30.0 75.0 
1918-19 .. 93.5 LOS RC 3.1 106.8 
INDIA. £ Million. 
Imports Exports 
Year ending & 
March 31st. Re-exports.. 
1913-14" A a ts A OAY 3, 166.0 
1914-155 .. ae: = 2% 96.6 124 
LOT5=16 — =e a Pa: a 92.1 Poo 
T9AGhees. Pe a i 106.8 164.9 
101-18. - es a8 109.6 AG. o 
1918-19 .. a e; of b2be 7 Ore 


An examination of the proportional loss or gain of the 
principal countries revealed in the above tables, leads 
to the conclusion that India has been one of the worst 
sufferers from the war, so far as foreign trade is concerned.. 
Her import trade suffered more than that of all the other 
countries excepting Russia and Australia, and her export 
trade also suffered more than that of all the other 
countries except the United Kingdom, France, Russia 
and Australia. India thus shares with Russia and Austra- 
lia the unenviable distinction of being hit hardest in trade 
matters, and this proves that the argument that the trade 
of agricultural countries is least affected by a war is not 


* Including bullion and specie bende al 1917-18:- 

+ First six months only. 

t In 1914 the trade year was changed from the calendar to 
the financial year ending June 30, 
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applicable in her case. During the war, the scarcity 
of tonnage was the predominant factor and the vital consi - 
deration for agricultural countries was their proximity 
to or distance from Western Europe, the workshop of the 
world, to which their bulky raw materials must be shipped 
for disposal. _ The Argentine Republic, Brazil and Canada, 
the suppliers of foodstuffs and raw materials tothe facto- 
ries and workshops of Western Europe, and the U. 8. A. 
which was such a supplier to a large extent, felt the adverse 
effects of the war in a far less degree than India, and 
even profited from it, on account of their shorter distance 
from Western Europe. They could export their raw 
materials to Western Europe and import manufactured 
goods therefrom with less shipping difficulties than India 
could do, and the figures of their export and import of 
merchandise were correspondingly affected. The fact 
that India was a supplier of raw materials failed to give 
her any advantage during the war, because she had to 
contend with far greater shipping difficulties.* It has al- 
réady been explained that with the progress of the war the 
freights from Bombay and Calcutta to Western Europe 
rose rapidly and continuously. The trade of Australia, 
whichis even. more distant from Western Europe 
than India, was hit hard for the sameereason. If the 
geographical situation of India with regard to Western 
Europe had been more favourable, her dependence upon 
agriculture would heve been less objectionable from this 


* Cf. Sargent—Seaways of the Empire, pp. 45 following. 
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point of view, although it would have remained open 
to serious objections from other points of view. But, 
situated as India is, the war has demonstrated the orave 
dangers of her dependence upon agriculture. The extent 
of the opportunities, which were open to India, rich as 
she is in raw materials of all kinds, if she had directed 
ber attention to industrial development before the war, 
and which she threw away by neglecting that development, 
is shown by the table relating to the trade of Japan. While 
India’s trade was painfully endeavouring till the cessation 
of the hostilities merely to recover from the adverse effects 
of the war, making it futile to expect its expansion, Japan’s 
export trade had more than trebled, and her import trade 
had increased 2} times, by the time of the armistice as 
compared with what it was just before the commencement 
of the war.* Japan’s trade exhibited this phenomenal ex- 
pansion during such a short time, in spite of her unfavour- 
able geographical situation, and her far greater dependence 
than India upon foreign sources of the supply of raw 
materials, probably because her people and Government 
were wise enough to realise the necessity of an industrial 
development before the war, and to utilise fully the 


* Tt is true that Japan’s commercial prosperity received a sub- 
stantial set-back after the armistice, but there is considerable 
evidence to show that Japan is now recovering rapidly from the 
effects of the recent crisis, and it will be generally admitted that, 
in spite of the crisis, her commercial position is much stronger 
to-day than it was before the war. See, for instance, the 
Year Book of Japan 1920 and the Statesman’s Year Book 1920, 
This factor should be’bornein mind in considering later references 
to the effects of the war upon Japan’s economic position. 
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unprecedented opportunities, which the war . presented, 
by carrying forward that development by all the means 
at their command. 


The slow recovery of India’s foreign trade was also. 
partly due to the great difficulties of railway transport 
and the resultant congestion and confusion of traffic.* 
War conditions imposed a heavy strain upon the railway 
system, and the volume of traffic requiring railway trans- 
port continuously increased with the progress of the war. In 
the first place, a large amount of traffic had to be diverted 
from the sea to the railway routes on account of the grow- 
ing shortage of coastal shipping resulting from the ware 
Secondly, the military traffic, consisting of troops, supplies 
and stores for overseas, and munitions and other traffic 
essential for the conduct of the war, continued to grow. 
Some idea of the growth in the demand for transport: 
facilities may be obtained from the fact that at one period 
the preferential traffic including coal occupied 80 per cent 

of the total rolling stock. While the traffic increased 
in this way, the ability of the railways to handle it declined 
progressively. This was partly due to the fact that loco- 
motives, rolling stock, rails and other materials and staff 
had to be supplied for the construction and w orking of 
the military railways in Mesopotamia and other theatres 
-of war. But the main reason was that the Indian 
railway system was completely dependent upon the United 


SS a Loe es ee ae i ee 
*Cf. Railway Administration Reports 1916-1710 1918-19, Part I, 
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Kingdom, not merely for increasing its equipment, but 
even for all materials essential for the upkeep of its existing 
services. During the war it became extremely difficult - 
to obtain any railway materials from the United Kingdom, 
whose workshops were engaged in the manufacture of 
munitions, and the Indian railway system, far from being 
able to increase Its equipment so as to cope satisfactorily 
with the increasing demands made upon it, found it very 
difficult even to make good the wear and tear. Its stock 
of materials for this purpose, was gradually exhausted, 
and had the war continued longer, the effect on the 
general standard of the railway service would have been 
serious. It is true that the net receipts from the railways 
continuously increased during the war as explained later 
in Chapter. IV, but this 1s rather an indication 
of the intense demand for railway facilities than of 
the efficiency of the railway system. It is certain that 
the receipts would have been greater, if the system had 
been able to meet the demand promptly and adequately, 
That the huge railway system of a vast country like India 
should be almost wholly dependent for the materials essen- 
tial for ordinary repairs upon another country thousands 
of miles away, the supplies from which are bound to be 
cut off during critical times, is another indication of the 
fundamental industrial deficiencies of India. Here, 
also, as in several other directions, the war has taught 
the urgency of an industrial development in India, I¢ 
is satisfactory tc note that more energetic efforts are now- 
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‘being made to make India more independent of outside 
sources in the supply of railway materials, and that the 
Government of India has undertaken to purchase in 
India annually for ten years a large number of waggons 
_and other railway materials manufactured in the country.* 


It has been argued that while the British Empire 
was engaged in a deadly struggle for its very existence, it 
-was unreasonable to expect that the trade of India should 
have expanded during that critical period. This argument 
may be examined by comparing the foreign trade of India 
with that of the other important parts of the Empire. 
The export trade of the United Kingdom suffered more 
than that of India, but her import trade fared much better. 
The position of the United Kingdom, however, was excep- 
tional, as she was the mainspring of the allied resistance 
to the enemy, and a large part of her imports was used 
for war purposes. On the other hand, the trade of Canada 
fared far better than that of India, her exports trebling 
and imports increasing 1} times by the time of the 
cessation of the hostilities as compared with what they 
had been during the pre-war year. It has already been 
pointed out that in 1917-18 India, which had till then 
held the second place in the Empire’s trade, next only 
to the United Kingdom, had to give it up in favour 
of Canada. It may be said that this increase in Canada’s 
trade was facilitated by her proximity tothe U.S.A. No 


Ses 
* Railway Administration Report, 1918-19, Part I°, p, 20. 
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‘means of judging whether this was the case are available, 
‘but even if it was true, it does not affect the conclusion, 
namely that the war affected India’s trade far more 
adversely than that of Canada. The import trade of 
the Union of South Africa fared a little better than 
that of India; it is not possible to draw any conclusion 
with regard to the export trade, because no information 
is available regarding the export of gold bullion, which 
being mined in the country, is one of her staples of export. 
The trade of Australia even, hampered as she was by her 
unfavourable geographical situation, fared somewhat 
better than that of India. Hence, it does not seem 
unreasonable to expect that the trade of India should 
have shown some signs of an expansion during the war 
and not merely of recovery. 


The result of the examination of the effects of the 
war upon India’s trade has been mainly unfavourable 
so far. However, the enquiry reveals an encouraging 
feature, namely an increase in the proportion of the 
exports of fully or mainly manufactured good3 as compared. 
with the exports of foodstuffs and raw materials. 
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This is brought out by the following figures 
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However, it may b> po nted out that on a closer exa- 


mination, it appears that this feature is not so encouraging 


. 


In the first place, it is not 


extravagant to hold that India’s trad2 should have made 


as it seems to be at first sight. . 


The extent of the 


a greater advance in this direction. 


— 


/ 


1s 


opportunities for this advance afforded by the war, 
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revealed in the figures of Canada’s trade, which achieved 
a much greater progress in increasing the proportion of 
the export of manufactured goods. While this proportion 
in the case of India’s trade increased from 22.4 per 
“cent in 1913-14 to 31.2 per cent in 1917-18, it increased 
from 19 to 43 per cent during the same period in the case 
of Canada’s trade. This is shown by the following table : 
Values of classes of exports of merchandise from Canada 
in million dollars. * 
1912-3 1913 4 1914-5 1915-6 1916-7 1917-8 


Produce of 

mines: 2. jee 90-0... 51.7: > 66:52 Sosa 

fisheries = 1@.5-2-20.6° 19.7 22.4 “pit teee 220 

forests... 9.8 9.5 9.4 48 be emit oO eto, 
Animals & 

their 

produce. 44.8 63.3 --74.4 102.9° 127.8 172.7 
Agricultural 

produce 150.1 £198.2 134.7 249.7 373.4 567.7 
Manufac- . 

tures) ..-- 7702%--90:8' 118.8 285-5 -525.0 2678.0 
Miscel- 

laneous. Qe] ma 6 6.8 6:3 An] 


In the second place, itis likely that a part of this 
increase in the proportion of manufactured goods in 
India’s exports will vanish with the return of normal trade 
conditions. The increase during the war was brought 
about by abnormal conditions, and was mainly the result 
of much larger exports of manufactured jute and leather 


* Statesman’s Year Book. 
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goods, the values of their exports increasing from £ 18.& 
and 2.8 million respectively in 1913-14 to £ 35.1 and 6.5: 
million in 1918-19. The large increase in the export of 
sunny bags and cloth was entirely for military purposes, 
and with the end of the war this abnormal demand has 
ceased. Another, though a much less important, factor 
is connected with the fact that during the war the English 
Government temporarily sacrificed the interests of the 
Dundee jute mills by encouraging the Calcutta jute mills 
to manufacture and export far larger quantities of jute 
goods, because the shipment of the raw jute from Calcutta 
to Dundee, and that o! the goods manufactured from it 
from Dundee to the theatres of war operations, would 
have taken up much more tonnage than the shipment 
of jute manufactures from Calcutta to the war theatres, 
at a time when the saving of as much tonnage as possible 
was the supreme consideration. The war being 
ended, the Dundee mills will in all probability regain their 
pre-war normal position, and it is likely that a part of the 
normal increase in the world demand for jute manufactures: 
in the near future over the pre-war demand will be met 
by the Dundee mills. Again, labour difficulties and the 
possibilities that some substitute for jute may be found 
should not be ignored altogether. The increase in the export 
of leather manufactures also was, to a very large extent, 
for military purposes, and was encouraged by the English 
Government in order to save the tonnage, although the 
leather industry in India was not on quite a sound 
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basis, the methods of tanning hides and manufacturing: 
goods being somewhat crude and lagging behind the 
progress made in the Western countries. This military 
demand has ceased, and further, with the return of normal 
conditions, the German leather industry will re-appear in 
the market, the English industry has been freed from its. 
war restrictions, andthe American industry has been 
strenuously endeavouring to secure a larger share of the 
Kuropean trade in this commodity. It is therefore likely 
that the world market for leather manufactures will again 
be largely secured by the leather industries in these three 
countries, and that India will in a substantial measure 
resume its pre-war position of the supplier of the raw hides. 
and skins to them. However, a part of the gain achieved 
by India during the war will probably remain, as 
endeavours are being made to place the industry on a 
sound footing, and to enable it to compete with its rivals 
in the other countries, by the adoption o the latest 
methods of tanning and manufacturing, and by a proper 
organisation of the industry. } 

The great lesson taught by the war to India from 
the trade point of view is thus the urgency of her industrial 
progress. The vital need of the fullest attention to this 
problem becomes still more evident from a comparison 
of the value of the total trade in merchandise per head 
of the population in India and Japan How far the general 
belief mentioned aboye, in the prosperity of India’s trade 
in recent years, is correct, will be realised from the fact 
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that, while the value of the total trade of Japan in merchan- 
dise per head of the population was nearly equal to that. 
ot India just before the Russo-Japanese War, by 1913 
it had advanced to £2.55 per head of the population, and 
still further to £6.36 by 1918, the value of the total trade 
of India in merchandise per head of the population being 
£0.94 in 1913-14 and £0.95 in 1918-19.* A comparison 
‘between the economic progress in Japan and India in 
recent years leaves the impression that the main reason 
why Japan, while she was in the same position as India in 
1904, left her behind in 1913, and far behind in 1918, is the 


tact that, while the people and Government of Japan - 


endeavoured harmoniously to foster her industrial progress 
by allthe means at their command after the Russo- 
Japanese War, those in India comparatively neglected 
such a progress. 


CHAPTER Ii. 
a 
Recent Tendencies in the Distribution of Foreign Trade 


and the Policy of Imperial Preference. 


A. The Distribution of India’s Export Trade. 
From the beginning of this cent ury upto the com- 
mencement of the war, the flow of India’s export trade 
showed a tendency towards a diversion from the United 


* Financial Annual of Japan 1919. 
+See Count Okuma’s “Fifty Years of New Japan.” 
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Kingdom to Continental Europe, especially Germany, 
and to the U.S. A. and Japan. During the war this flow 
was made to revert from Continental Europe to the United 
Kingdom and the British Empire by artificial means; 
and the war being ended, endeavours are being made to 
prevent the kind of diversion which [took place before the 
war, and to secure a larger share of India’s exports for the 
United Kingdom and the British Empire by other arti- 
ficial means. Therefore, it is desirable first to consider the 
causes of the pre-war diversion, and how far it benefitted 
India, and then to examine the artificial way in which the 
trade was made to revert to the United Kingdom and 
the British Empire, and how far thisreversion was condi- 
cive to the interests of India, and finally to examine the 
other artificial means, by which it is sought to maintain 
and increase this reversion. In order to understand the 
present position, it is necessary to examine in some detail 
the tendencies which prevailed before the war. 


At the beginning of this century, 29 per cent of India’s 
exports were taken by the United Kingdom, 25 per cent 
by Continental Europe, 24 per cent by the Far Kast, 
‘Tper cent by the U.S. A., and the remaining 15 per cent 
‘by other countries. By 1914 the share of the United 
Kingdom had fallen to 24 per cent, and that of Continental 
Europe had increased to 29 per cent, the Far East took 
17 per cent, mainly owing to a large decrease in the export 
-of opium and cotton yarns to China, the U.S. A. 9 per cent, 
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. and other countries 21 per cent. Germany, which stood’ 
third in the list of India’s customers in 1900, taking £5» 
million of Indian produce, attained the second rank in 
1914, next only to the United Kingdom, importing 
£17.5 million of India’s produce. The relative rapidity 
in the growth of Indian exports to Germany becomes 
evident when these figures are compared with £20.5 and 
38.5 million of Indian produce taken by the United King- 


dom in 1900 and 1914 respectively. Japan, whose share 


was £4.2 million in 1900, standing 6th on the list, 
increased her share to £15.1 million, and reached the third 
place. The U.S.A. took £5 and 14.5 million of Indian 
exports in 1900 and 1914 respectively. Belgium, Italy. 
France and Austria also increased their shares. 


Till the closing decades of the 19th century, although 


a freedom of trade prevailed since 1813, the other nations. 


did not make any special efforts to develop direct trade 
relations with India, and the United Kingdom carried on 


a considerable entrepot trade in Indian produce, fulfilling. 


the function of a distributor of the produce among 
other countries. This pre-eminence in India’s export 
trade was the result of unrivalled facilities which 
she enjoyed in India. She was politically supreme in the 
country; the export of bulky raw materials from India 
depended mostly upon the British shipping, as the shipping 


of other nationalities occupied in the Indian trade was 


insignificant; most of the exporting and importing 
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mercantile houses were English; so were the Exchange 
banks, which conducted the financing operations; the rail- 
ways in India were built with English capital and managed 
by English companies; the Government of India pursued 
the policy of encouraging the cultivation of wheat, long- 
stapled cotton, jute, tea and linseed, with a view to increase 
their export to the United Kingdom. These and other 
similar facilities enabled the United Kingdom to carry 
on a lucrative trade as the distributor of the Indian 
produce. 


The situation, however, began to change from the clos- 
ing decades of the last century, asthe other nations, thi- 
therto content with receiving a part of the Indian produce 
through the United Kingdom, began to direct their 
attention to the advantage of endeavouring to dispense 
with the services of the United Kingdom as a distributing 
agent, by developing direct trade relations with India. 
This desire was stimulated by other considerations also, 
_such asthe advantages which would be secured for pushing 
the sale of their manufactures in the Indian market, 
and for obtaining larger quantities and better qualities of 
Indian raw materials for their own industries. Germany, 
which had set her own house in order and commenced 
a rapid industrial advance by 1890, led the way, and was 
followed by Japan, which redoubled her activities in this 
direction after the: Russo-Japanese war. The U.S. A. 
and France also made similar endeavours, which, however, 


68 


were not in any degree comparable with those made by 
Germany and Japan. The two former countries, to a 
considerable extent, remained content to deal with 
India through London, and to utilise the available English 
Services. 


The organisations established by these countries to 
develop direct trade relations with India were meant 
to secure the facilities which the United Kingdom enjoyed, 
and received the whole-hearted support of their respective 
Governments. In the first place, special efforts were made 
to develop the carrying trade with India, so as to be able 
to reduce the dependence upon the services of the British 
shipping. Thus the tonnage of the German shipping 
engaged in the Indian trade increased from 208,000 tons 
in 1900 to 854,000 tons in 1914. The Japanese shipping 
increased from 32,000 to 294,000 tons during the same 
period. It is true that these figures are far smaller than 
the increase of the British shipping engaged in the Indian 
trade from 3.3 million tons in 1900 to 6.4 million tons 
in1914. Butitis the comparative rapidity of the develop- 
ment in the first two cases, which deserves notice, as indicat- 
ing the general tendency, and not the absolute figures. 
However, the French shipping engaged in the Indian 
trade during 1900-14 did not increase, but merely remained 
fairly steady at 90,000 tons, with a couple of jumps to 
100,000 tons, while the U.S.A. continued to be conspicuous 
by the absence of any shipping of their own. Secondly, 
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mercantile houses for conducting the import and export 
business were established by Germany, Japan and 
Austria at the chief Indian ports, Calcutta, Bombay, 
Karachi, Madras and Rangoon. It is true that the main 
object in organising these houses was to push the wares 
of the respective countries in the Indian market, but the 
houses directed their attention also to the export trade, 
and it should be noted that before the war India continued 
to export more to these countries than to import from 
them. France and the U.S.A., however, continued to deal 
with India through the English houses. France had no 
particular stimulus for establishing houses of her own, 
because her exports to India consisted mainly of articles 
of luxury such as wines and silk goods, the sale of which 
could not be pushed much further, on account of the low 
standard of living of the country resuiting from her genera; 
poverty ; andthe U. 8. A. did not pay much attention be- 
fore the war to the possibilities of foreign trade, on account 
of the great value of the home market. Thirdly, the 
efforts of the mercantile houses to increase the trade of 
their countries with India were admirably supplemented 
by those of the respective consulates in India, which 
gathered valuable commercial information regarding the 
possibilities of expanding trade with India, and dissemi- 
nated it among the houses in India as well as in their 
own countries. Fourthly, successful attempts were made 
by these countries to dispense with the services of the 
English exchange banks in financing the trade, by the 
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organisation of their own banks, with branches in all the im- 
portant trade centresin India. Thus Germany established 
the Deutsche Asiatische Bank, Japan the Yokohama 
Specie Bank, France the Comptoir National, and the U.S.A, 
the International Banking Corporation. 


The result of all these measures was that free and 
extensive markets outside the United Kingdom and the 
British Empire were developed for Indian produce, and that 
the United Kingdom lost the buyer’s monopoly, which it 
had largely held before. This wide circle of customers 
enabled India to secure the fullest value for her produce, 
and her trade tended to flow more to these countries, 
and away from the United Kingdom. India was depen- 
dent upon other countries, chiefly the United Kingdom, 
for the manufactures essential for civilised life, and her 
capacity to purchase them depended upon the surplus of 
her produce which was available for export, and upon the 
value realised for it. So the trade being unrestricted, 
India exported more to the other countries than she 
imported from them, and the full value secured for her 
produce enabled her to purchase large quantities of manu- 
factured goods, especially from the United Kingdom. 


This comparatively satisfactory state of affairs was 
considerably altered by the war, during whose progress the 
flow of Indian export trade was made to revert from 
Continental Europe to the United Kingdom and British 
Empire. As has been explained before, all commercial 
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relations with the enemy countries had to be prohibited, 
several restrictions were imposed upon the export trade 
with neutral countries, in order to prevent the Indian 
produce reaching the enemy countries through them, the 
export of some kinds of the produce from India was 
prohibited in order to make them available in India for 
military purposes, and special measures were taken to 
stimulate the exports to the United Kingdom and some 
other parts of the British Empire. The exports to Belgium 
ceased on account of the military occupation of that coun- 
try by the enemy, and the exports to France were consi- 
erably reduced on account of the occupation of a part of 
the country by the enemy, and the economic dislocation 
caused by the war. The result was that the share of the 
United Kingdom in India’s export trade increased from 24 
per cent. in 1913-14 to 28 per cent in 1918-19, that of the 
other parts of the British Empire from 17 to 24 per cent, 
while that of France was reduced from 7 to 3 per cent, 
and that of the other foreign countries, excluding the U.S.A. 
and Japan, was reduced from 23 to 13 per cent. The 
_ export trade however did not divert from the U. 8S. A. 

and Japan, which increased their shares from 9 per cent 
each to 13 and 12 per cent respectively during the same 
period. There were several causes for this increase. In 
the first place, they enjoyed all the privileges of being allies, 
and at the same time escaped from most of the handi- 
caps and difficulties, which were experienced by the Allies 
in Hurope. Secondly, India became far more dependent 
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upon imports from them, on account of the difficulty 
_ of securing goods from the United Kingdom and the other 
European countries, and consequently more exports tended 
to be shipped tothem. Thirdly, the demand on the part 
of the other countries for Indian produce not capable 
of being turned to military us: was considerably reduced 
on account of the serious reduction of the normal industrial 
activities, and India could dispose of the excess produce 
not required by the other countries, only by selling it to 
the U. 8. A. and Japan, which, and especially the latter, 
‘were the least pre-occupied with the conduct of the war 
or handicapped by it, and the most concerned with the 
progress of the normal industrial activities. Fourthly, 
Japan during the war successfully carried forward her work 
of establishing national organisations in India for develop- 
ing direct trade relations with her, and the U.S. A. also 
made a substantial progress in the same direction. The 
Japanese shipping activities in the carrying trade of India 
became far more important, and the Japanese steamship. 
companies such as the Nippon Yusen Kaisha, the Osaka 
Susen Kaisha and the Yamashita Kisen Kaisha orgas 
nised several new lines of services, with the result that 
the tonnage of the Japanese vessels engaged in India’s 
foreign sea-borne trade increased from 294,000 in 1913-14 
to 671,000 in 1918-19. The U.S. A., which, as explained 
before, was conspicuous by her absence before the war, 
made a beginning, and the tonnage of her vessels entering 
the Indian ports in 1918-19 was 37,000. Then Japan — 
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organised more mercantile houses in India, such as the 
Mitsui Busen Kaisha and the Japan Trading Company, 
with numerous branches and extensive connections, and 
more banks for financing the trade, such as the Sumitomo 
Bank and the Bank of Taiwan, with branches in all the 
important trade centres. 


The result of the reversion of a substantial part of 
India’s export trade irom Continental Europe to the United 
Kingdom and the British Empire was that India had to 
sell a large part of her produce in a restricted market 
and although the prices rose during the war, and India 
secured a much higher value for her produce than she did 
before the war, she could not obtain the-fullest value for 
her produce, which she could have done, if she had been 
able to sell her produce in a free world-market. This, 
however, was inevitable in the case of a belligerent country 
in war-time. Moreover, although India secured higher 
prices for her exports, she had to pay far higher prices 
for her imports; for, as explained before, the average - 
prices of the exports by the end of the official year 1918-19. 
as compared with those in 1913-14 had increased only 
by 50 per cent, while the average prices of the imports. 
_ had increased by 168 per cent; and it has already been 
mentioned that the capacity of India to buy essential 
manufactured goods from other countries depends upon 
the value which she realises for her surplus produce avail-- 
able for export. 
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The restriction of the market for the Indian produce 
was unavoidable and necessary during the continuance 
-of the war, but on the conclusion of peace, the general 
expectation was that the course of India’s export trade 
would be allowed to resume its pre-war freedom, and to 
flow tothose countries which offered the best value for 
its staples. Efforts are, however, being made to maintain 
the reversion of India’s export trade from Continental 
Kurope to the United Kingdom and the British Empire 
that was brought about during the war, and to efiect a 
similar reversion of the trade from the U.S.A. and Japan. 
The war being ended, the artificial means which brought 
-about the reversion had to be abandoned, but other means 
more suited to peace times, and going under the name of 
Imperial Preference, may be substituted to achieve the 
same object. What these means are, will be considered 
in another section, and we may for the present turn to an 
examination of the import trade. 


B. The Distribution of India’s Import Trade. 


From the beginning of this century up to the com- 
mencement of the war, India’s import trade, like her 
export trade, showed a tendency towards a diversion 
from the United Kingdom to Continental Europe, 
-especially Germany, the U.S. A. and Japan. During the 
war, as explained above, the flow of the export trade was 
made to revert from Continental Europe to the United 
Kingdom and the other parts of the British Empire. 
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But this did not happen in the case of the import trade. 
This trade with the enemy countries ceased althogether, 
-and with the other countries of Continental Europe was 
considerably reduced, but the advantage did not accrue 
to the United Kingdom, from which the import trade 
showed a more pronounced tendency to divert than before 
the war. The custom lost by Continental Europe and the 
United Kingdom was secured by Japan and the U.S.A., 
to which the import trade exhibited a remarkable tenden- 
cy to divert during the war. Since the end of the war, 
this diversion of the import trade from the United Kingdom 
has been substantially reduced, but the recovery is not yet 
complete, and efforts are being made to check this diversion 
further and to redress completely the reduction in the 
relative position of the United Kingdom in the import 
trade by artificialmeans. Hence, itis desirable to measure 
the extent of this diversion and to determine its causes, 
-and then to examine how far the adoption of the artificial 
ameans will be conducive to the interests of India. 


In 1899-1900 the share of the United Kingdom 
in India’s import trade was 69 per cent, while those of 
Germany, the U.S.A. and Japan were quite small, 
amounting to 2.4, 1.7 and .6 per cent respectively. By 
1913-14 the share of the United Kingdom had fallen 
to 64 per cent, while those of Germany, Japan and the 
U.S.A. had increased to 6.9, 2.6 and 2.6 per cent 
zespectively. Thus during this period Germany secured 
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nearly as much of the share of the import trade as the 
United Kingdom lost; Japan’s advance, although 
not so rapid as that of Germany, was substantial, while 
U.S.A. also showed a noticeable tendency in the same 
direction. The causes of this diversion were the same 
as those which led to a similar diversion of the export 
trade. As these causes have already been, examined at 
some length, it will be sufficient to state here that, from the 
early years of the last century till its closing decades, Eng. 
land possessed an undisputed industrial supremacy, and 
that this, combined with her political supremacy in India, 
practically enabled her to monopolise this valuable market 
so far as the import of manufactured goods was concerned. 
From that time however, Germany commenced a rapid 
industrial advance, and searching for new foreign markets, 
she saw the enormous opportunities offered by India. 
The various national organisations, which she began to 
establish with state help in connection with the Indian 
trade, and which have been already explained, 
enabled her to utilise these opportunities. In fact, 
these organisations were established more with the purpose: 
of securing a larger share in India’s import trade than for 
increasing her share in the export trade; and although 
India continued to export more to her, than to import 
from her, by means of these organisations, Germany 
developed a considerable export trade with the Indian 
market. During the quinquennium preceding the war,. 
Germany, having gained a firm footing in the Indian 
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bazaars with her goods substantially cheaper than — 
the English goods, was rapidly increasing her trade 
with this market, and if the war had not intervened, the 
United Kingdom would soon have had to face a formidable 
competition with Germany in her staple articles of export. 
to the Indian market. 


This success on the part of Germany was the result 
of her skilful manipulation of the power placed in her 
hands by the national organisations. Thus, some of the 
German firms in India by means of a close co-operation 
secured a virtual monopoly of the export trade in certain 
kinds of produce, particularly hides, and were enabled by 
the large and sure profits made therefrom to extend 
their business, and to take risks in connection with it, by . 
establishing numerous branches in the various parts of the 
country, in a way which they could not have otherwise 
done.- Further, the German merchants and manufac- 
turers quickly recognised that as the standard of living 
of the masses in India was low on account of the general 
poverty of the country, cheapness and outside appearance 
of the goods to be offered for sale in the Indian market 
were far more important than their quality and lasting 
properties, and consequently that it was useless to offer 
to the masses goods of a superior quality at high prices, 
when their low incomes made it necessary for them to buy 
the goods of a poor quality because they were cheap ; 
and that goods gaudily and brightly finished would be 
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more in demand than goods not so attractiv~, although 
more lasting. They also recognised that as the masses 
_ were under the influence of many curious ideas and supers 
stitions, it was a much better business to attempt to 
manufacture for them what they required than to endeavour 


to educate them into purchasing what the manu- 


facturers thought they ought to have required. Having 
thoroughly grasped these principles of a successful business 
in the Indian market, they put them into practice with 
great energy and astuteness. Agencies were established 
in the principal trade centres, and the agents personally 
canvassed the bazaars, however small, gave full facilities 
to dealers for viewing complete sets of samples, accepted 
the smallest orders, obtained a first-hand information 
regarding the requirements of the masses, and communicat- 
ed it to the manufacturers in Germany. Having 
_manutactured the kinds of goods required by India, the 
German manufacturers granted more facilities to the Indian 
dealers in them than the English manufacturers did. The 
former usually quoted prices c.i. f. any Indian port, 
which included all the charges upto the- arrival of the 
goods at the Indian port, and enabled the Indian dealers 
to estimate their expenses accurately, while the English 
manufacturers frequently quoted a f. o. b. rate, which 
left the dealers in the dark as to the expenses of bringing 
the goods from the manufacturer’s works to the Indian 
port, and consequently as to their total expenses. Secondly, 
the German firms granted greater credit facilities to the 
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Indian dealers than the British firms did. The dealers. 


generally preferred D. A. (documents against acceptance) 
to D. P. (documents against payment) drafts, and the 
German firms nor merely met this demand, but frequently 
granted extended credits over lengthy periods, if the 
bills could not be paid at maturity. 


Japan also made a similar use of her national organi- 


sations for extending the sale of her wares in the Indian’ 


- / . 
market. Her efforts however were not in any degree 


comparable with those of Germany, because the main - 


concern of the Japanese manufacturers, after the Russo- 
Japanese War of 1904-5 was to extend their markets, nearer 


home, in Korea, Manchuria and China. 


| During the war the goods of Germany were entirely 

eliminated from the Indian market. They were, however, 
replaced not by those of the United Kingdom but by 
those of Japan and the U.S. A., which, in addition, enor- 
mously increased their exports to India, and secured a sub- 
stantial part of the market exclusively held by the United 
Kingdom before the war. The extent of this change will 
be realised from the fact that the share of the United 
Kingdom in India’s import trade fell from 64 per cent in 


1913-14 to 46 per cent in 1918-19, while the shares of Japan g 


and the U.S. A. inthe same years increased from 2.6 per 
cent each to 20 and 10 per cent respectively. This serious 


reduction in the share of the United Kingdom in India’s 


import trade, as also the simultaneous increase in her share 
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‘in the export trade considered before, are explained by 
the same cause, viz. the concentration of all the industrial 
resources of the United Kingdom upon the manufacture 
of goods required for military purposes. Her demand for 
raw materials capable of being converted into munitions 
of war became much more intense, and consequently the 
‘export of such produce from India to her increased. 
But she could give far less attention to the manufacture 
of goods required for non-military purposes, and conse- 
quently the export of such goods to India was considerably 
reduced. During the first two years of the war, a certain 
amount of English goods was available for export to India, 
even though the quantity so available for export to India 
had become substantially reduced. But during the last 
two years of the war, the English government for the 
purpose of releasing the English factories as much as 
possible for war work and of conserving tonnage, prohibited 
the manufacture of goods for India, and shipping them to 
her, without priority certificates and licenses, which were 
issued only on the recommendations of the Indian Muni- 
tions Board, forwarded by it only if the goods in question 
were urgently required in India, and could not be 
manufactured at home or obtained from the U.S.A., Japan, 
or elsewhere. * 

* During 1919-20 the United Kingdom recovered a substantial 


part of the share in India’s import trad>, which she had lost to 
Japan during the war, the sbare increasing from 46 per cent. in the 


previous year to 51 per cent. The share of the U.S.A., however, _ 


‘increased from 10 to 12 per cent. 


> 
<i 


81 


The elimination of the Central Powers from the Indian 
market, and the inability of the British manufacturers 
to supply it fully, opened wide opportunities to other indus - 
trial countries, of which Japan and the U.S.A. made an 
excellent use. Although both these countries. had paid 
an increasing attention to the Indian market from the 
beginning of this century, they had not fully realised its 
value beiore the war as explained above, because the U.S.A. 
possessed a large home market, while Japan was engaged 
in extending her markets nearer home in Korea, Manchuria 
and China. The war made them realise fully the value 
-of the Indian market, and a new spirit began to pervade 
‘their organisations. It could be translated into practice, 
‘chiefly because both these countries, Japan from the first, 
and the U.S. A. from 1917, enjoyed all the privileges of 
being Allies, without the handicaps and difficulties, - 
‘which the European Allied had to contend with. The 
first thing to do was to find out more fully the exact require- 
ments of the Indian market. For this purpose, both 
Japan and the U.S. A. sent commercial travellers and 
‘inquiry agents, who travelled in all the parts of India, 
studying the Indian requirements and arranging to match 
well-known qualities of English goods. Japan also sent 
many commercial missions to India, which conducted 
‘their enquiries privately, without being accredited to the 
Government of India. Secondly, both the countries 
established a number of export and import houses, with — 


_ branches in the important sea-port towns. The activities 
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of the several branches of the Mitsui Bussan Kaisha 
and the Japan Cotton Trading Company in the case 
of Japan, and of the Steel Products Export Company, 
the Angus Company and Grace Brothers in the case 
of the U. 8. A., were developed on a very large scale, and 
numerous smaller firms were established to carry on a 
similar work. In addition, Japan established retail stores. 
in all the fair-sized towns of India. These mercantile 
houses and their agents flooded the Indian dealers with 
commercial literature of various kinds, such as price lists, 
catalogues .and market reports, and gave full facilities 
for viewing complete sets of samples. Thirdly, the facilities 
for financing the trade with India were largely extended. 
Thus, numerous facilities were afforded to the importers 
of American goods by the International Banking Cor- 
poration, and also by the New York and San Francisco 
Banks. The same assistance was rendered to the importers 
of Japanese goods by the Yokohama Specie Bank and the 
newly-created Sumitomo Bank and the Bank of Taiwan, 
with branches at the main Indian ports. Fourthly, the 
shipping facilities also were enormously improved. Before 
the war, the Japanese shipping companies carried on a 
restricted service between India and Japan, but during the 
war regular and direct lines of steamers were inaugurated 
between India and Japan and the other important parts 
of the world by the Nippon Yushen Kaisha, Osaka Shosen 
Kaisha and Yamashita Kisen Kaisha, which established 
offices at the Indian ports. It should be mentioned that 
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none of the Japanese services required the movement 
of ships in the danger zones, excepting the Osaka Shosen 
Kaisha’s service between Bombay, Genoa and Marseilles, 
which, however, was established only towards the middle 
of 1918, when the Suez Canal ports had become so choked 
with goods awaiting transhipment, deposited there by the 
Japanese ships which refused to enter the Mediterranean, 
that Japan had to choose between the alternatives 
of either running her ships through the Mediterranean 
or abandoning all efforts to develop her trade with the 
Continental ports. Consequently, Japan was able to 
maintain her shipping intact, and to increase her s-rvice 
in safe waters, from which all the available ships were with- 
drawn by the Allies in Europe, to combat the submarine 
warfare and to maintain their essential supplies. The 
shipping facilities between India and the U. 8. A. also 
were considerably improved. The Ellerman and Buck- 
nall and Andrew Weir 8.8. Comapanies, and the Japanese 
Nippon Yusen Kai-ha inaugurated and maintained a 
regular service. between the Atlantic and Indian ports. 
The Pacific Mail S. S. Company did the same between the 
Pacific and Indian Ports. Thus both the Atlantic and 
Pacific coasts could contribute to the expansion of American 
shipments to India. The U. 8S. Emergency Fleet 
Corporation also occasionally ran steamers between the — 
_ Atlantic and Indian ports. Fifthly, although the American 
manufacturers and merchants had not much experience of 
the Indian market before the war, they adapted themselves 
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to its requirements in a remarkable way, by pursuing 
thorough business methods, giving personal attention to the 
dealers through representatives, and endeavouring to give 
them satisfaction in all respects. Japan, however, was far 
less successful in these matters, and the dealers frequently 
complained of shipments being below the quality of the 
basis samples, late shipments, the failure to carry out the 
packing or shipping instructions, mistakes in drafts and 
documents, the late arrival of documents, the failure to 
answer business letters, and in general, deficiency in 
business methods. But, Japan contrived to make it up 
by a close combination of all her commercial interests. 
The most remarkable feature of the Japanese organisation 
for the development of foreign trade was the way in 
which all the branches of her commercial activity, the 
mercantile houses, the banks and the shipping companies, 
assisted by the Japanese Government, combined closely 
for the furtherance of the national interests, and, by 
means of the preferential treatment of their own people 
as against foreign competitors, managed to secure 
business for each other, and to keep it out of the hands 
of their foreign rivals. This cohesion of all the interests 
for the furtherance of the national welfare was carried to 
an extent, which was notachieved by any other nation, 
not even by commercial Germany before the war. 


It now remains to consider the prospects of the 
distribution of India’s import trade in the near future. 
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The trade of Germany and Austria with India consisced 
largely of cheap showy goods, and this trade has been 
almost entirely secured by Japan. These goods have 
not competed seriously with the British goods, as even. 
before the war, English manufacturers in the main pre 
ferred the production of the finer qualities of the goods. 
Although Germany and Austria have been allowed an access 
to the Indian market, it is improbable that they will 
regain their former position, and Japan will probably 
retain most of this bazaar trade, because it is peculiarly 
suited to Japanese conditions of industry based upon 
cheap labour, the price not the quality of the goods being 
the sole desideratum. Owing to the heavy taxation, 
economic dislocation and labour unrest, the cost of produc-- 
tion in the Central countries has enormously increased, 
and indeed it is difficult to see how any European nation 
will in the near future be able to compete with Japanese 
cheap labour in this kind of trade. 


But the trade of the Central countries with India in 
superior goods has also been secured by the U.S. A. and 
Japan, which, in addition, have made material inroads 
into the staple trades of the United Kingdom with India, 
the former into the metallurgical and the latter into the 
textile trades, and the question of considerable im- 
portance for the United Kingdom is how to recover fully 
this valuable ground lost during the war. Itis believed 
by some that, as Japan and the U.S. A. secured a part of 
the Indian market simply on account of a large recduction 
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in the ,competition of the United Kingdom, and not on 
account of any kind of industrial or commercial superiority 
over her, the United Kingdom will have little difficulty in 
completely regaining this market. But a closer examina- 
tion of the actual position leads to the conclusion that the 
American and toa lessextent the Japanese competition 
has come to stay and will be insistent. In the first place, 
the competition of the U. 8. A. and Japan has revolution- 
ized the buying methods in India. Before the war, 
the United Kingdom possessed a virtual monopoly of the 
Indian market in many articles, and could depend upon 
getting at home all the orders of the Indian dealers and the 
managing agents of the various industries, as they had 
buying connections withthe United Kingdom only. But, 
during the war, the connections with her had to be aban- 
doned, or became considerably weakened, while similar 
connections with Japan and the U.S. A. were formed and 
strengthened, and these two countries are doing their 
best to foster them. Secondly, both these countries 
possess very efficient and wide-spread organisations in 
India for pushing the sale of their products. The Ame- 
rican import and export houses mentioned above are 
very powerful firms, with widespread connections. More- 
over, even the British import and export houses are a 
great asset to the U.S. A. Asit was possible to obtain 
only American goods in certain kinds of trade during the 
war, these houses directed ail their energies to the sale of 
the American goods, and, with the large profits made 
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owing to the prevailing scarcity, expanded their sales — 
organisation. Hence, some of these houses have at 
present far more efficient and extended organisations for 
pushing the sale of American goods, than they had for 
distributing English goods before the war. It may be 
thought that, the war being ended, they will transfer their 
energies to the sale of the latter. But it may be pointed 
out that these British houses are above all cosmopolitan 
in their interests, and devote their attention to the sale 
of the goods of any country, which yields them the greatest 
return for their services. Herein, their attitude is in a 
- marked contrast to that of the Japanese houses. They 
have built up strong interestsin the distribution of Ame- 
rican goods, have made large profits from them, and they 
are not likely to abandon them for the sake of the United 
Kingdom, uniess the latter is able to offer them more pro- 
fitable terms. The leading Japanese mercantile houses 
‘in India possess large financial resources and widespread 
connections all over the world. There is not a single 
British house in India, which can claim the financial re- 
sources, the political influence or the extensive organisa . 
tion possessed by the Mitsui Bussan Kaisha, which has 
a paid-up capital of £ 8 million, branches throughout the 
world, and is so closely connected with the Japanese 
Government, banking, shipping and industrial institutions, — 
that it may fairly be said to be a semi-official institution 
Other Japanese mercantile houses in India, though 
smaller, possess a considerable financial backing, pol.tica 
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influence, and connections all over the Far Hast. All 
these houses are intensely national in their aims, and are 
prepared to undergo material sacrifices for pushing the sale 
of the products of their country. Moreover, they have 
a very great advantage in the low scale of their working 
expenses, as, on account of the Japanese standard of living 
being substantially lower than that of Europeans, they 
can obtain assistants and clerks from Japan at much 
lower salaries than those paid by the Huropean houses 
to their employees. Lastly, the Indian dealers and the 
managing agents of industrial concerns have realised 
that the American business methods are no less efficient 
than the English, and in some trades the opinion even 
seems to be that the former give more satisfaction. 
It is true that, as explained before, the same cannot be 
said of the Japanese methods. But, it has been generally 
admitted that her position in the textile trade is more 
sound. In this trade there is a far greater regularity 
and conformity to basis samples than in other trades, 
and also a much greater attention is successfully given to. 
please the buyer in other respects. This seems to be due 
to the fact that the textile industry in Japan has been 
a well-organised factory industry for some time, whereas 
many other industries are still in the domestic stage or 
have just left it. It should be remembered that it is 
the textile industry which has been the United Kingdom’s 
staple trade with India, and that. it isin this trade that 
considerable inroads have been made by Japan, and that 
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the Japanese competition in the near future will probably 
continue to be substantial. Further, the disadvantage 
to the Japanese competition in India’s import trade in 
other goods, resulting from the deficiency of its business 
methods will be largely counterbalanced by the peculiar 
advantages derived from the patriotic combination of all 
the Japanese commercial interests. 

These considerations have not been set forth to 
assert that the U. 8. A. and Japan will retain the same 
position in the Indian market that they secured during 
the war. Itis true that this position was largely the 
result of the withdraival of the United Kingdom from the 
Indian market to a considerable extent, and that the posi- 
tion of Japan, as explained above, has received some set- 
back since the cessation of the hostilities, which has enabled 
the United Kingdom gradually to resume her normal 
industrial activities. The above considerations have been 
emphasised merely to show that the U.S. A and to a less 
extent Japan will maintain a much more powerful position 
in the Indian market than they did before the war, although 
less so than they did during the war, and that the United 
Kingdom will find it extremely difficult to resume her pre~ 
war position in that market. 

It thus appears that the virtual Soins in the 
Indian market which the English manufacturers enjoyed 
as regards many articles before the war has disappeared 
for good. India has now become a highly competitive 
market, and the English manufacturers and merchants 
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must devote as great and painstaking attention to it, 
-as they would to any other market, where they may be 
struggling to obtain a substantial share of the trade. It 
will be a very difficult task for them to recover fully the 
share in India’s import trade, which they have lost since 
the beginning of this century, and more especially during 
the war. The Trade Commissioner for the United 
Kingdom in India has come to the same conclusion after 
an elaborate enquiry,* and the English manufacturers and 
merchants themselves realise the immense difficulties of 
the task. They have begun to improve their organisations 
in the directions, in which their Japanese and American 
rivals have developed their organisations with considerable 
success, but it is recognised that it will be still very diffi- 
cult for them to recover completely the share in India’s 
impert trade, which they have lost to Japan and the U.S.A... 
unless they secure some special advantage, which 
cannot be obtained by their rivals. Such an advantage 
wil! be granted to them, if the policy of Imperial Preference 
is applied to India’s trade, and therefore the economic 
-aspects of this policy may now be briefly examined. 
C. IMPERIAL PREFERENCE.+ 

It was explained in the last section but one that from ~ 

the beginning of this century India’s export trade showed 


* The Present Conditions and Prospects of British Trade in India. 

+ It is obvious that Imperial Preference is not purely an 
economic doctrine. It is largely, perhaps mainly, political, Its 
purely political aspects do not concern these pages, which deal 
only with its economic aspects, and the following criticism of the 
doctrine is based on the economic principles governing it. 
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a tendency towards a diversion from the United Kingdom 
to Continental Europe, U. 8. A. and Japan, that during 
the war it was made to revert from Continental Europe 
to the United Kingdom, and that the problem now is how 
to maintain this position and to effect a similar reversion 
from Japan and the U.S. A. Then, in the last section it 
was seen that India’s import trade also showed a tendency 
to divert from the United Kingdom to Germany, Japan 
and the U. 8S. A. from the beginning of this century, that 
during the war the diversion to Japan and the U.S. A. 
became far more pronounced to the serious detriment of the 
United Kingdom, that her recovery of this loss is not yet 
complete, so that the problem before her now is how to 
effect a full reversion of this trade from these two countries. 
In this section it will be first examined how the policy 
of Imperial Treference, although it may be applied to 
India’s trade on other grounds, will have the result of assist- 
ing the United Kingdom in the solution of the double 
problem, which confronts her to-day, and then it will be 
considered whether the policy will be conducive to the 
economic interests of India. 


The Government of India is not free to pursue its 
own fiscal policy, which is directed by the Secretary of State 
for India, whois responsible to the House of Commons. 
The Government of India therefore has virtually been 
made partially to accept the policy cf Imperial Preference 
with regard to India’s foreign trade, and this policy is likely 
to be put into force in three ways: firstly, by levying a 


92 


substantial duty on the export of certain kinds of Indian 
produce with a rebate of most of the duty, if the produce 
is exported to any part of the British Empire ; secondly, 
by prohibiting the import of certain articles from any 
territory outside the Empire, unless the articles in question 
are not available, or cannot be purchased at reasonable 
prices, within the Empire ; and thirdly by levying duties 
on the import of certain goods, with a rebate of most of the 
amount, ifthe goodsare imported fromany part of the 
Empire. The first two methods have already been partially 
put into operation, the first being applied to the export 
of raw hides, upon which a duty of 15 per cent has been 
imposed, with a rebate of 10 per cent on the hides exported 
to any part of the Empire, and the second to dyestuffs. 


The Government of India has been made to apply 
the policy of Imperial Preference to India’s foreign trade 
on the ground that the war has taught the Empire the valu- 
able lesson of self-sufficiency, and that each part of the 
Empire should perform its share in the achievement of this 
object, which is calculated to strengthen the Empire, econo- 
mically, financially as wellas militarily. These pages are 
not concerned with the military aspect of the question, but 
an examination of the application of the policy to India 
leads to the conclusion that it will fail to achieve the object 
of strengthening the Empire economically and financially, 
and that it will merely benefit some other parts_of 
the Empire, and especially the United Kingdom, at the 
expense of India. In the first place, it seems that it will 
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have the effect of assisting the United Kingdom substan- 
tially to solve her above-mentioned double trade problem. 
The first method of the policy will artificially check 
the export of Indian produce to foreign countries, 
and stimulate it to the other parts of the Empire, and 
especially to the United Kingdom, which imports much 
more Indian produce than all the other parts of the Empire . 
‘put together. The second and third methods will arti- 
ficially check the imports from foreign countries into India, 
and stimulate those from the other parts of the Empire, 
chiefly from the United Kingdom, which supplies almost 
the whole of the manufactured goods which India imports 
from the Empire. Secondly, the economic strength of 
the Empire is made up of the strength of its several parts, 
and the Empire can be so strengthened only by strength- 
ening all its parts. If any part is left economically 
weak and dependent, it will be a source of great weakness 
to the Empire as a whole. Consequently, if any policy is 
applied to any part of the Empire on the ground of the 
necessity of strengthening the Empire as a whole, and if it 
can be proved that such a policy will have the effect of 
weakening that part economically, the policy cannot be 
_accepted as serving to strengthen the Empire, and requires 
to be deprecated as tending merely to benefit some other 
parts of the Empire at the expense of that part. An 
enquiry into the probable effects of the application of the 
policy of Imperial Preference to India’s foreign trade 
Jeads to the conclusion that it is likely to leave India — 
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economically weaker and more dependent than she is at. 
present, and that therefore the policy will probably fail to- 


strengthen the Empire as a whole. 


It seems that the application of the first method of 
carrying out the policy of Imperial Preference explained 
above will have the result of forcing India to sell some of 
her produce in a restricted market, in which she will secure 
lower values than those she can obtain elsewhere. This may 
considerably impair her capacity to purchase abroad the 
manufactured goods essential for civilised life and economic 
progress, because it has been explained before that her 
capacity to do so depends upon the values that she can 
secure for the export of her produce. This method involves 
another danger also. The grant of a substantial rebate of 
the export duty will make it profitable or the other parts 
of the Empire to import the produce in question, and then 
to sell it to foreign countries at the full prices prevailing in 
the world, and thus to pocket the difference, unless the same 
amount of the export duty is levied in the other parts of 
the Empire also. For instance, the existing 10 per cent 


rebate of the duty on the export of hides would probably — 


help to concentrate the Indian hides trade with the Con- 
tinent of Kurope in some convenient centre in the United 
Kingdom, and the trade with the U. 8S. A. in a similar 


centre in Canada, and thus may benefit these centres at - 
the expense of India, and the sacrifice that India has been “i 


asked to undergo for the sake of strengthening the Empire 


x 
7 
: 


95 


will have been made in vain. The imposition of export 
duties in the United Kingdom and the self-governing 
Dominions corresponding to those levied in India, in order 
to obviate this danger, is improbable, as these countries- 


fully control their own fiscal policy. 


The second method of putting the policy of Imperial 

Preference into operation will force India to buy some of 
the manufactured goods necessary for her economic advance 
in a restricted market, in which she may have to pay higher 
prices than those which she need pay, if she is allowed to 
buy freely in a world market. She will thus have to put 
up with a double loss. Her capacity to purchase the essen- 
tial goods, which may be impaired, as explained above, 
_ by her having to sell her produce partly in a restricted 
market, will probably be still further impaired by her being 
obliged partly to buy also in a restricted market. This 
double loss is likely to check the expansion of her foreign 
trade, which compared very unfavourably with that of 
most of the other prince pal countries of the world before 
the war, and which has been one of the worst sufferers from 
the war. It is true that theoretically a provision will be 
made for granting licenses to import goods into India from 
foreign countries, if the goods are not available, or cannot 
be purchased at reasonable prices, within the Empire, 
but there seems to be some reason to fear that the provision 
may not have much practical effect. For, although such a - 
provision existed in the case of dyestuffs, the Indian 
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Merchants’ Chamber of Bombay has stated that applica- 
tions for licenses to import certain kinds of dyestufls from 
the U. S. A. were rejected, although they were not manu- 
factured in the United Kingdom or any other part of the 
Empire, and that similar applications for licenses to import 
certain other dyestuffs met with the same fate, although 
the prices of the stuffs manufactured in the United 
Kingdom were substantially higher than those of the same 
qualities manufactured in the U.S. A.* Furthermore, 
even if the prices of such articles are not substantially _ 
higher in the Empire than in foreign countries, India will 
be a loser to the extent that the prices are higher in the 
former than in the latter, if she is forced to buy them from 
the former. Another danger also is involved in the appli-- 
cation of this method. Unless the prohibition of the im- 
port of certain articles from foreign countries in the case , 
-of India is applied to all the other parts of the Empire, 
there is nothing to prevent any of them from buying the 
articles in question from foreign countries and selling them 
to India at a profit. But, it is impossible to apply the 
prohibition to the United Kingdom and the self-governing 
Dominions without their consent, as they enjoy complete 
- fiscal autonomy. | 


The third method of carrying out the policy of Im | 
perial Preference has been advocated on the ground that — 
it will promote India’s economic development and 


~ 


* Annual Report 1919. 
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se) sufficiency by affording a valuable stimulus to het in- 
dustrial progress. This would be true, if the duty were to 
“be substantial, say 15°/, ad valorem, and ifthe same duty 
were to be levied upon imports of all goods of the same kind 
coming from all countries without any distinction. But 
the grant of a rebate of a large part of the duty, say 8 
or 10 per cent ad valorem, in the case of the imports from 
‘the other parts of the Empire will have the effect of giving 
them a considerable artificial advantage over foreign coun- 
tries in the Indian market, without giving any appreciable 
advantage to India’s new and struggling industries, which, 
if they are to be protected at all, require to be protected as 
much against the superior competition of some parts of the 
Empire, and especially the United Kingdom, as against 
that of foreign countries. The only effect of the application 
of this method will probably be to force India to purchase 
some of her necessaries of life in a restricted market at 
higher prices, without granting any corresponding advan- 
tage to her struggling industries. 

Towards the end of 1919, the Government of India, 
after a considerable controversy in the Legislative Council, 
_ appointed a committe to report on the subject of Imperial 
Preference, and its report was issued in April 1920. The 
committee expressed the opinion that the adoption of a 


system of Imperial Preference would entail the raising of 
the import duties against foreign nations, and would be 


likely to prove injurious to the consumer in India, by caus- 
img some rise in the prices of imported commodities, 


* 
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Looking to the profit side, the number of commodities in 
India’s export trade, which might be expected to benefit 
from an increased market within the Empire, appeared to 
the Committee to be limited. Its conclusion, therefore, 
was that India was neither likely to gain nor to lose 
appreciably on the balance, by the adoption of a moderate 
preference in India’s import duties. This was only its 
provisional conclusion, It felt its inability to give an 
authoritative opinion on the subject, and so recommended 
the. appointment of a commission with powers to take 
evidence from all the interests affected by the subject. The 
committee adopted a right attitude towards the problem, 
but. it was weak and halting, and it is difficult to accept 
its conclusion that India would neither gain nor lose 
appreciably from Imperial Preference, because it has been 
explained above that it is likely to cause considerable 
harm to the country. 


The best chances of solving the problem, how to strength- 
en India economically, so as to strengthen the Empire as 
a. whole, seem to lie in the grant. of fiscal autonomy to the 
Government of India, and in leaving it free to determine its 
own trade policy for the country. It has been provided in 
the Reform Act that the Secretary of State should so far 
as possible abstain from any intervention in fiscal matters, 
when the Government of India and.the Indian Legislature 
agree, and should. only intervene to. safeguard the interna- 
tional obligations of the Empire or any fiscal arrangement 
within the, Empire, to which, His, Majesty’s, Goyernment 
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may be party. However, these important qualifications are 
likely to take away much of the reality of the fiscal power 


thus granted to the Government of India. What seems 


to be needed is that. an untrammelled fiscal freedom should 
be granted to the Government of India, in the same way as 
it has been given to. the self-governing Dominions, and 
this will enable it to frame, with the assistance and sanction 


-of the reformed and enlarged Indian Legislative Assembly, 
-a trade policy in the true economic interests of India and the 


Empire. It appears that this goal will be reached in a 


comparatively short time. 


CHAPTER Iil. 


a 


ladustrial Development. 


Although the great necessity for the revival of India’s 


-old industries and the establishment of new ones has been 


perceived by Indian economists since the eighties of the 
last century, the popular realisation of it, and the demand 
for an industrial development, dates from the beginning of 
this century. The foundation of this movement is the 
recognition of the poverty of the people. Many writers 
have endeavoured to prove it by elaborate calculations 


-of the average income per head of the population, but, 
as Mr. Moreland points out, such statistical artillery is 
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quite unnecessary.* It is universally acknowledged by 
those, who have any knowledge of Indian conditions, that 
the general standard of life in the country is very 
low, that the masses of the population are badly housed, 
‘clothed, doctored and taught, and often overworked and 
underfed, and that the present income of the country, | 
‘even if equitably distributed, would not suffice to provide 
for even a reasonable standard of life. This general poverty : 
is undoubtedly due mainly to the undue preponderance of 
agriculture as a means Of livelihood, and to the consequent 
dependence upon the vagaries of the monsoon, which is 
often deficient. Some idea of this preponderance may be 
obtained from the fact that, while the proportion of persons. 
employed in industries and in agriculture is 8 to 1 in Eng- 
land, and 3 to 4 even in Ireland, it is 2 to 13 in India. Hence 
a deflection or a premature cessation of the monsoon cur- 
rents may bring about the sudden loss of the come of large 
areas, and acute distress to their rural population, requir- 
ing for its relief the expenditure of millions of pounds on 
the part of the Government. This state of affairs is very 
unsatisfactory, and, although the natural resources: of the 
country are such that some preponderance of agriculture 
must be expected to continue, it is generally admitted that 
the existing degree of its preponderance is altogether- 
excessive. Each successive experience of the poverty 
of the masses and of the periods of drought, gives a fresh 


yy “* Quarterly Review, April 1917. 
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support to the urgent necessity for the diversification of 


employment insisted on by the Famine Commissions of 
1880 and 1901. 


However, the industrial movement was not very 
successful before the war, and even the so-called swadeshi 
movement for the support of the indigenous industries 
died away in a comparatively short time. Thus, at the 
outbreak of the war, India’s industries were few in 
number, and consisted of textile factories for the working 
up of a part of the home-grown supplies of cotton and jute, 
and to a less extent, of wool and silk ; railway workshops, 
collieries, and a few engineering works at the chief ports, 
obtaining all their supplies of steel from other countries ; 
a small number of flour and paper mills; a few tanneries 
producing chiefly half-tanned leather for export ; some rice 
and oil mills. Pig iron was being produced in fairly 
large quantities by the Bengal Iron and Steel Company 
for some years before, but its efforts to manufacture steel 
had been unsuccessful; while the Tata Iron and Steel 
Company had commenced operations only in 1912, and 
was contending with numerous difficulties. Moreover 
a large proportion of these factories, with the notable 
exception of the cotton factories, were owned and managed 
by non-Indians, Indians mostly occupying the lower ranks 
of employees. A detailed examination of the causes of 
the small success of the industrial movement is not possible 
here. For the purpose of these pages, it is sufficient to 
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state that it was mainly due to the lack of the necessary 
technical knowledge and business experience on the part- 
of Indians, to the want of sufficient capital and skilled. 
labour, and to the pursuance of a strictly laissez faire- 
policy on the part of the Government, which not merely 
declined to give any direct assistance to Indian industries, 

“put which also purchased in England almost the whole 
of the stores required by its various departments. Thus, 
before the war India was entirely dependent upon other 
countries, especially the United Kingdom and Germany, 
for most of the manufactured eoods essential for a civilised. 
lite. 


During the war India’s industrial position underwent 
a remarkable change. To-day, there is a considerable 
industrial activity in the country, which stands at the 
commencement of an era of a considerable industrial 
expansion, during which she will gradually occupy her 
rightful position as one of the important manufacturing 
countries in the world. This development is the direct 
result of the war, which clearly exemplified the grave 
dangers of dependence upon other countries for essential 
manufactures. During the war, India’s dtipplies * 
manufactures from the Central Powers were entirely 
cut off, and those from the United Kingdom were consi- 
derably rediiced on account of its concentration upon 
: the prosecution of the war and the shortage of tonnage. 
: 


¢ Consequently, considerable hardships were experienced 
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by the people, who were largely dependent. upon these 
imports: Moreover, when the war broke out, it was found 
that almost. every industry in the country was. entirely 
dependent upon foreign supplies not only for its machinery 
and plant, but also for the stores required for its daily 
working. These causes reinforced those, which stimulated 
the industrial movement before the war. | Phe movement 
was further stimulated by the protection afforded to it by 
the reduction in the import of manufactures. Howevers 
India could not fully utilise the unprecedented industrial 
opportunities. afforded by the war, because, in addition 
to the difficulties mentioned above, she had to contend 
with new difficulties arising directly or indirectly from the 
war, such as the great difficulty of obtaining the essential 
machinery and stores from abroad, which could not be 
made in India, the shortage of coal and coking plant 
coupled with a shortage of railway waggons and coasting 
vessels, and the difficulty of obtaining from abroad chemical 
and technical experts, who were needed in their own coun- | 
tries. The result was that, as seen above, a large part of 
the Indian market lost. by the Central Powes and abandoned 
by the United Kingdom, was secured by Japan and the 
U.S. A., instead of being retained by India. Still the 
industrial advance achieved by India during the war 
was not inconsiderable. As regards the cotton industry, 
it may not be generally known that during the war all the 
military requirements of cotton textiles in the Hast were 
supplied by the Indian mills. There was a slight decrease 
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in the production of Indian yarns during the war, and this 
was accompanied by a considerable diminution in 
their exports. Hence, larger quantities were available for 
the home market, and the production of cloth by the 
mills increased by 20 per cent. The mills were able to 
increase their output only to the extent of their loom power, 
which could’ not be increased substantially on account 
ofthe great difficulties in the way of importing machinery. 
Moreover, there was a most marked tendency towards 
a decrease in the spinning of the coarser counts of yarn, 
and an increase in that of the finer counts. This tendency 
may be expected to continue, especially as the 
production of long-stapled cotton of American varieties 
is steadily increasing in India, and as, in addition, India 
is likely to obtain before long considerable quantities of 
long-stapled cotton from Uganda. Further, the war has left 
the mills in a strong financial position, large extensions 
have been planned, and are being carried out. Some 
mills have already employed highly trained chemists, 
and are developing their bleaching and dyeing processes 
in a very scientific way. A beginning has also been made 
in the manufacture of textile machinery and mill stores in 
India. In addition, large orders have been placed in the 


United Kingdom for textile machinery since the cessation 
of hostilities. 

. ae . . e 

The jute industry enjoyed a continuous and unprece- 


dented prosperity during the war, and underwent a 
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substantial expansion owing to the large demands on _ the 
part of the Allies for gunny bags and cloth for military 
purposes. Labour was plentiful, and while the price of gun- 
nies rose steadily, the mills were'in the fortunate position 
of being able still to command unlimited quantities of 
cheap jute except in the last year of the war. The expan- 
sion of the industry is shown by the following figures :— 


Year. No. of Capital Numbers (in thousands) of 
Mills at inf 
work million Employees Looms Spindles 
1913-14... . 64 8.7 216.3 36.0) 7443 
1918-19 .. 76 ol 270.0 39.3) 7823.7 


However, it may be remembered that the jute factories 
are still owned largely by the British, although the number 
of Indian shareholders has increased considerably in recent 


years. 


The development of the iron and steel industry during 
the war was remarkable. While the Tata Iron and Steel 
Company was struggling with considerable difficulties in 
the production of steel in 1914, by the end of the war, its 
production of steel reached the figure of 17,000 tons per 
month, and the rolling mills produced 120,000 tons of rails 
and smaller sections yearly. The Government of India 
had agreed before the war to take 20,000 tons of steel rails 
annually for 10 years, provided that they could be pro- 
duced of a suitable quality and at a suitable price ; but it 
took much larger quantities on account of the heavy 
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demands for war purposes. The rails were subjected to 
standard tests and proved to be quite satisfactory. The 
Company’s production of pig iron increased to nearly 
200,000 tons annually by 1918. Thus, the position of the 
Company has been revolutionized by the war. Having 
rendered the most valuable assistance to the Government 
in the prosecution of the war, the greatly enlarged and 
more efficient plant is now being devoted to supplying the 
industrial needs of the country. Further great extensions 
are in progress, and when completed, will revolutionize 
the engineering industry in the country, and the production 
-of steel plates, sheets and wire for the first time in India 
will give a great stimulus to the shipbuilding, engineering 
and constructional steel industries. The most notable 
extension is the new electric furnace for the production of 
high-speed steel, which will enable the manufacture of 
machine tools and high-grade steel goods of all kinds. 
Furthermore, arrangements have been concluded for the 
establishment of a number of manufacturing companies 
round the steel works at Jamshedpur for the working up 
of the iron, steel and the by-products produced there into 
different kinds of manufactures. The works of the Bengal 
Iron and Steel Company at Kulti were also extended and 
remodelled during the war, and their monthly output of 
pig iron increased to 10,000 tons. The Company has 
now arranged for the production of steelin association with 
a well:known British concern. The war has brought about 
other important developments also in this industry. ~The 


107 


indian Lron and Steel Company was. fioated in 1918 by 
Messrs. Burn & Co. of Calcutta, for producing pig iron and 
the usual by-products at Asansol, on the Bengal coalfields. 
A complete modern plant was purchased and erected, and 
is now in working order. For the present, pig iron and 
castings only are manufactured, butit is probable that later - 

the manufacture of steel will be taken, up. Messrs. Bird 
& Co., another well-known Calcutta firm, have also been 
developing large schemes of iron and steel production in 
combination with a large British concern. Moreover, 
a very large mountain range of high-grade iron ore rising 
to heights of 2,000 to 3,000 feet. above the sea-level and 
extending over forty miles, has been discovered in Singh- 
bhum in Orissa, and has been largely staked out by the 
Tata, Bengal and Indian Iron and Steel Companies 
and by Messrs. Bird & Co. This discovery may prove 
to be epoch-making in the history of the Indian iron and. 
steel industry by providing reserves of high-grade iron ore 
sufficient for the iron and steel requirements not only of 
India but also of the surrounding Hastern markets in 
the near future. 


Important developments have taken place in the 
leather industry also. Before the war, although India pos- 
sessed a very large supply of tanning materials, both 
vegetable and chemical, the quantity of hides and sking 
tanned in the country was small, and most of the hides and 
skins were exported in a raw state chiefly to the Central 
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European Powers. This market vanished with the out- 
break of the war, and India was left with a large supply 
of raw hides and skins. However, the demands on the 
part of the Allied armies for leather became very large, 
-and the loss of the Central European market made the 
development of the tanning industry in India an urgent 
practical necessity, with the result that there was a great 
increase in the production of rough tanned hides, known 
as the Hast India tanned kips, in the Madras and Bombay 
tanneries, the whole of which was purchased by the 
Indian Government on behalf of the Home Government. 
The following figures of export show the remarkable 


increase in this trade since the war. 


EXPORTS OF TANNED HIDES FROM INDIA. 


Year. | Quantity Value. 
shipped. 
Cwt. in £ million 
thousands. 
1912-13 .. 194.7 1.2 
MG) ies Sa F oy Pe 1.8 
1914-15 .. & 217.0 1.6 
1915-16 .. i 272.0 2.0 
1916-17 .. ae S20..t 3.0 
1947-18 5 Ee 365.1 a Pe 
1918-19 .. = 309.1 4.7 
Table 9. 


Before the war there were practically no expert 

tanners in the country, with the possible exception of 
1c ; T € 7 » 

-Cawnpore, but this1s now changed, and a number of larg , 
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firms have erected modern tanneries, and have secured the- 
services of experienced English tanners. As regards leather 
manufactures, the Indian tanneries produced during the 
war greatly increased quantities of leather accoutrements of 
all sorts and of boots for the army in India and the Indian 
Expeditionary Forces. The stimulus given to this indus- 
try by these large Government purchases may be seen from 
the fact that the number of the pairs of boots and_ shces 
manufactured annually was at the close of the war twenty 
times the pre-war figure. The output of harness and 
saddlery in the Cawnpore factories controlled by the 
Government during the war also increased considerably. 
A serious attempt is now being made to undertake boot 
manufacture permanently on a large scale. A number of 
firms have taken up the matter actively, and are importing 
the most modern machinery, and are engaging the services 
of experts. 

Similar developments took place during the war in a_ 
number of other industries such as the engineering 
industries, the manufacture of chemicals, mineral acids, 
oils, paper, glass, soap, cement, cutlery, fertilisers, paints. 
and varnishes, surgical instruments, but the limits of these 
pages do not allow a detailed description of their develop- 


ments. 

The development of Indian industries during the war 
was largely due to the stimulus afforded by the wide activi- 
ties and the large purchases of the Indian Munitions Board. 


_ 
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~“ThisBoard was created at the beginning of 1917 as a Depart- 
ment of the Government of India, consisted of a president 
and four members, and was supplemented by provincial 


organisations In each province. The Department was 


divided into a number of well defined branches relating 
to different trades and industries under expert Controllers. 
The functions of the Board as laid down in the Gazette 
of India in February 1917 were :—*‘ to control and 
develop Indian resources, with special reference to the 
needs created by the war, to limit and co-ordinate demands 
for articles not manufactured or produced in India, and 
to apply the manufacturing resources of India to war 
purposes with the special object of reducing demands 
on shipping”. The primary object of the Board was 
therefore the immediate supply of the requirements of the 
Allied armies in the eastern theatres of war, and not the 
development of Indian industries, but, in endeavouring 
to promote the activities of the Allied armies inthe East, 
it also promoted the development of Indian industries 
in several ways, such as the direct purchase in India of 
all the articles required by the army, the civil departments, 
and the railways; the diversion, wherever possible, by 
means of its priority system and control ofthe home in- 
dents, of all the orders of private importers for articles from 
the United Kingdom and other countries, to manufacturers 
in India; the grant of assistance to individuals or firms 
in India, who wished to import plant or machinery, and to 
engage the services of technical experts and skilled labour 
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from the United Kingdom and other countries, in order to 
establish new industries or to expand the existing ones 3 
and the collection and dissemination of indusrial informa- 
tion through an Intelligence Branch, and the grant of 
other direct or indirect assistance to individuals or firms 
prepared to estasblish new industries in the country. 


With the exception of food-stuffls and certain 
technical stores, for the purchase of which special 
organisations already existed, the Indian Munitions Board 
undertook the supply of all the articles required by the 
armies maintained in and based on India, by the 
Government departments and by the railways, and also 
of certain articles required by the Home Government. 
Although many of the articles purchased by the Board 
in India were imported, it pursued the policy of depending 
more and more upon local manufacturers. Although a 
substantial part of its latter purchases was made from 
Kuropean manufacturing firms and joint-stock companies 
in India, the larger part was made from Indian firms 
and companies, and so gave a considerable stimulus 
to the promotion of Indian industrial enterprise. The 
same effect was produced by its priority system. With 
the object of saving tonnage and preventing unnecessary 
demands on the manufacturing resources of the United 
Kingdom and the U. 8. A., the Board recommended the 
grant: of a priority tio the requirements of importers, only, 
when the articles in question or suitable substitutes could 
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not be purchased locally, or their manufacture within a 
reasonable time could not be arranged. The opportunities 
arising in this manner were brought to the notice of firms 
likely to make use of them, and so, many new industries 
were started in India. The large list of articles for which 
the Board declined to recommend a priority for the reason 
that they or suitable substitutes could be manufactured 
in the country, shows the opportunities granted by the war 
to Indian manufacturers. Moreover, in many cases, 
the Board brought the names of manufacturers existing 
at the time to the knowledge of customers, who had not 


been aware of therir existence before. 


Other activities of the Board also tended to promote 
the industrial development in India. The Board directed 
considerable attention to the development of the chemical 
industries, on the existence of which the sound development 
of industries depends to a very large extent. It main- 
tained a permanent chemical adviser, conducted a number 
-of researches through chemists, and gave all possible 
assistance to firms engaged in a similar work. It also 
gave much attention to the development of ‘ key ’ industries 
such as the manufacture of the accessories required by the 
milling, engineering, glass and tea industries. The raison 
Wetre of the Board ceased with the conclusion of the war. 
However, the duty of encouraging and assisting the growth 
of indigenous industries could not be abandoned by the 
Government, and therefore the place otf the Indian Muni- 
tions Board has now been permanently taken up by the 
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Imperial Board of Industries and Munitions, in accordance 
with the recommendations of the Indian Industrial 
Commission. 


The appointment of this Commission in May 1916 
was another important outcome of the war. As explained 
above, the war clearly showed the urgent necessity of an 
industrial development in India, and the popular demand 
for active state assistance to achieve this object became 
more insistent than ever. Hence, the Government of 
India, appointed the Commission to examine and report 
upon the possibilities of further industrial developments 
in India, and of a direct state encouragement to them. 
It was unfortunate that the tariff question was expressly 
excluded from the terms of reference to the Commission 
on the ground that the question was one of Imperial signifi- 
cance, and could be decided by the Government of India, 
only after the end of the war, and in collaboration with the 
other parts of the Empire in an Imperial Conference. The 
-exclusion of this all-important question materially vitiated 
the value of the enquiry conducted by the Commission, 
and of its report. Nevertheless, the report and the 
recommendations contained therein possess very great 


value. 


The Commission found that India produced nearly 
all the raw materials necessary for the requirments of a 
modern community, and therefore was rich in industrial 
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possibilities, but that her actual accomplishments in manu- 
factures were very poor, and that she was unable to manu- 
facture many of the articles and materials essential alike in 
times of peace and war. This was due to deficiencies in her 
industrial system, so great as to render her subject to fo- 
reign penetration in the time of peace and to serious dangers 
in the time of war. Her labour was inefficient on account of 
the absence of education, the prevailing low standard of 
life, and the effects of preventible diseases ; she depended 
almost wholly upon foreign countries for the skilled labour 
of foremen and supervisors; her educated classes had 
not developed a right tradition of industrialism, a spirit 
of enterprise, and a sound system of technical training ; 
and her stores of money lay inert and idle. The necessity 
of securing the economic safety of the country by develop- 
ing the manufacture of commodities essential for a civi- 
lised life, and the inability of the people to secure it 
without the active encouragement and assistance of the 
Government, imposed upon the Government the duty of 


taking an energetic part in future in the industrial develop-. 


ment of the country. However, it was impossible for it 
to perform this duty adequately, unless provided with 
an efficient administrative machinery, and equipped with 
reliable scientific and technical advice. 


To achieve this object, the Commission recommended 


the creation of imperial and provincial departments of 
industries and of an Imperial Industrial Service. The- 


ee 


115 


Imperial Department should be in the charge of a member 
of the Viceroy’s Executive Council, assisted by a board 
of three members to be called the Indian Industries Board, 
and should be responsible for the industrial policy of the 
Government, and the working out of a well-conceived 
programme of industrial development throughout the 
country. The actual administrative work should be decen- 
tralised, and left to the provincial governments. For the 
efficient performance of this work, and to protect the 
Government from the difficulties of a casual recruiting, the 
Commission recommended the creation of an Indian Indus- 
trial Service consisting mainly of mechanical engineers 
and engineering technologists, the majority of whom would 
be employed under the provincial governments. The 
provincial departments of industries should be adminis- 
tered by directors, with the assistance of technical experts 
belonging to the imperial services, and with the advice 
of a Provincial Board of Industries consisting mainly of 
non-officials. Further, the Commission recommended the 
formation of an Imperial Department of Stores in India 
under a Controller-General, together with a stores branch 
in each provincial department of industries. All the indents 
for Government stores should be examined by this organi- 
sation, which should invite tenders and place contracts 
locally for such articles as can be manufactured in the 
country at competitive qualities and prices. The remain- 
ing tenders should be sent to the Stores Department of 
the India Office for being placed in the usual way. 
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‘These recommendations were accepted by the Government 
and are being gradually carried out. The more specific 
and detailed recommendations of the Stores Purchase Com- 
mittee in the latter part of 1920 have been also accepted. 
‘The Stores Department in London has been placed under 
the control of the High Commissioner of the Government 
of India, so that the department has been transferred 
from the control of the Secretary of State to that of the 
Government of India. 


So far, the industrial development that took place in 
India during the war and the causes which promoted it 
have beenexamined. The great question now is, whether 
this development will endure, or whether it will receive 
a set-back, as the economic conditions in the world gra- 
dually regain their regularity, and as foreign competition 
resumes its full sway. It must be admitted that the sti- 
mulus to the industrial progress given by the Indian Muni- 
Zions Board during the war was largely artificial. The 
powers placed during the war in its hands under the Defence 
of India rules, gave it control over raw materials, and 
enabled it to prohibit their export, if necessary. The mani- 
pulation of the home indent and priority organisation en- 
abled it to prohibit, by declining to recommend the grant 
ol a priority certificate, the import of goods, which it wished 
to have made in the country, and consequently to elimi- 
nate competition. During the war, it was essential that 
everything possible should be made in India irrespective 
of its price, and goods were frequently purchased by the 
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Government in India at rates far above those at which they 
could have been imported, only if priority certificates had 
been granted. Moreover, the quality and finish of many 
of these articles were poorer than those of the goods for- 
merly imported from the United Kingdom and elsewhere. 
Again, the control of coal, the control over the transit of 
goods by the railways, and the advantages secured by the 
firms engaged on Government work over their competitors, 
by obtaining priority certificates for the import not only 
of the renewals and repairs to plant, but also of new 
machinery, were all important factors, which enabled 
many firms to meet the rquirements of the Government 
on terms, which would not be acceptable under normal 
trade conditions. With the end of the war, this artificial 
stimulus to industries has had to be gradually abandoned. 
In addition, the raising of the exchange value of the rupee 
is materially, although temporarily, handicapping Indian~ 
industries by encouraging imports. Theoretically, it is 
true that the costs of production would be adjusted to the 
level of the prices and the exchange value of the monetary 
standards in competing countries, and that it is the compa- 


rative costs of production, which give rise to trade and 


determine competition. But it willbe seen later that the 


process of the adjustment will be particularly difficult, 
and willtake a comparatively long time, in the economic 
conditions of India, and that in the meanwhile the raising 
of the exchange will have the effect of handicapping 


the industrial development in India. Evidence is 
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forthcoming even from those British manu’acturers who are 
profiting from this raising of the exchange, to prove that 
this effect is being felt by Indian industries. Here, it 
may only be mentioned, as a typical instance, that the 
United Kingdom’s Senior Trade Commissioner in India, 
in his report on the conditions and prospects of British 
trade in India, not merely admits that the raising of 
the exchange has stimulated the import of manufactures 
into India, but also warns those British manufacturers, 
who may wish to establish works in India, that they must 
be prepared to face this handicap upon their enterprises 
inIndia. If all these factors are taken into consideration, 
it appears that, as the economic conditions in the Western 
manufacturing countries settle down, and!as their industrial 
activities regain their normal proportions, and as the 
shipping situation becomes normal, some of the industries, 
which were started in India under the artificial protection 
caused by the war, will succumb under the stress of the over- 
seas competition, unless they are placed on a sound 
and competitive footing by means of well-conceived, ener- 
getic and consistent efforts on the part of the industrial 
community with the guidance and assistance of the Govern- 
ment, to remove those industrial deficiencies, upon which 
the Indian Industrial Commission laid so much s ress. 
Tf the industrial community and the Government co-operate 
harmoniously in this matter, the industr'al advance made 
by India during the war will not only be maintained, but 
will also be further p omoted. It is not possible within the 
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limit of these pages to examine the deficiencies in particular 
industries and to suggest means for their removal. Only 
the general deficiencies in India’s industrial progress can 
Leexamined here. 


First, as to the availability of capital. One of the most 
encouraging features since the cessation of the hostilities 
has been the readiness of Indian capital to subscribe to new © 
industrial ventures, provided that confidence is felt in the 
names of their promoters and managing agents. The 
termination of the hostilities was followed by a considerable 
industrial boom in India. Licenses for new companies 
were freely granted, as the necessity of conserving the 
money market for Government loans had passed away. 
Most of the floatations by those promoters, in whom general 


confidence was felt, were over-subscribed, and the shares 


quickly advanced to a substantial premium. During the 
nine months April to December 1919, 634 new companies 
with an aggregate authorised capital of more than £134 
million were registered in British India and Mysore, whereas 
during the corresponding period of }1918 the number 
of companies registered was only 158 with a capital of 
fAh million. During the year 1919-20, 906 companies were 
floated with an aggregate capital of £ 183 million.* The 
most significant feature of these floatations was the large 
increase in their authorised capital. This was the result of 
the decrease in the purchasing power of the rupee, the 


* Statement exhibiting the moral and material Progress ef 
Indian in 1919, p. 78. 


120 


ease with which new capital was obtained, and the realisa~ 
tionthat many of the older companies were under-capita- 
lised, and had to depend substantially upon loans from 
banks and deposits, and to build up their finances out of 
profits This increase in the capital will promote stability, 
for credits and deposits are apt to fail when most required. 
However, a company cannot hang a heavier mill-stone 
round its neck than a paid-up capital in excess of its. 
real requirements, and this is the danger lurking in these 
big capitals. One of the ablest financial authorities in 
London declared recently that not more than one-half 
of the profits of an industrial undertaking could be divided 
in practice, and when the huge:amount of the capital 
of some of the new companies floated in India is taken. 
into consideration, the difficulty of earning profits large 
enough to pay satisfactory dividends, becomes apparent. 
Further, the industrial boom was not quite healthy in all 
respects, because a considerable speculation lay at its. 
bottom. ‘This, however, is inevitable in any boom, and 
_ as the speculation was soon brought under some control, 
this boom spent itself gradually, and was followed by a 
slump, without causing any financial crisis. A boom is. 
almost always followed by aslump, and unless the former 
has been unscrupulously engneered, and the public 
unduly foolish, the latter is a healthy process. The Indian. 
public, on the whole, has been slow in giving its support 
to doubtful enterprises, and a large number of ‘the 
companies are perfectly sound. 
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The financial difficulties of the large promoters have 
thus diminished substantially since the war. But the 
similar difficulties of the middle class industrialists are as 
great now as they were before the war. Their abilities. 
are unknown to the public, which declines to give them 
financial support. The banks cannot lock up their money- 
in buildings or machinery, while financial houses are scarce- 
ly to be found outside the Presidency towns, and even 
there, these industrialists are unable to offer to the financial 
houses, the security of approved names or of stock, which 
could be readily realised. So that, even now, they are 
dependent upon what they can collect from their friends 
and acquaintances, and, if this resource proves insufficient, 
they have to abandon their projects. To meet such cases, 
the Industria] Commission recommended the establishment 
of industrial banks with state assistance, which would 
keep themselves in touch with the middle-class industri- 
alists,be able to estimate the prospects of a fairly large range 
of industries, and possess funds, which they could afford. 
to lock up for a time in securities not easily realisable. It 
may be noted that the war has stimulated the formation 
of such banks, in spite of the absence of any state assistance, 
and four industrial banks, with large capitals, viz. the 
Gwalior Financial Corporation, and the Tata, Karnani 
and Calcutta, Industrial Banks are in existence now. 
If these succeed, others will follow, and the financial needs 
of the middle-class entrepreneurs will be largely provided. 
for. As, however, the adequate extension of industrial 
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banks would require a considerable time, the Commission 
proposed that the Government should assist the existing 
banks in providing working capital to the middle-class 
industrialists. The provincial Director of Industries, 
with the assistance of his technical staff and a committee 
of business men, should examine the financial position and 
reputation and the methods of manufacture of appli- 
cants for financial help, and should certify those persons, 
whose position was found to be satisfactory, as deserving 
loans of particular amounts and for definite periods, from 
the banks participating in the scheme, the Government 
guaranteeing the sums lent, together with interest at rates 
agreed on with the banks. This proposal is admirably 
conceived, but its success in practice would depend 
‘upon the qualifications of the Director, and on the effi- 


ciency of the organisation created to examine the suitabi- — 


lity of applicants for financial assistance. 


The Commission also recognised that there would be 
some large. industrial undertakings which could not 
be assisted by the public or the banks, and which would 
need direct Government assistance. If the undertakings 
are such as would supply an existing deficiency in the 
interests of the national safety or possess an important 
bearing on the economic development of the country, and 
if the prospects of their success are promising, the 
Government should render them a direct financial 
assistance in the shape of guarantees of dividends, or of 
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loans of money, or of undertakings to purchase a part of 
the output, for a limited period, as might appear desirable 
in each case. Where any kind of Government financial 
assistance was given, the Commission considered it desirable 
that. the Government supervision should take the form 
of an audit, inspection and representation on the board of 
directors. 


Assuming that the difficulty of the supply of capital 
has been met, the employers have next to consider the supply 
of labour. It is most remarkable that in a country with 
a population of 315 millions, whose standard of living is 

extremely low, a dearth of labour, especially for new under- 
takings, should exist, and that employers should be obliged - 
to compete for labour of all kinds, and particularly for 
semi-skilled and skilled labour. Moreover, Indian industrial 
labour is not merely scarce, but is also intermittent. These 
difficulties are largely due to the fact that the Indian 
workman is primarily an agriculturist, and accepts indus- 
trial employment ony for a time, so that he may obtain 
a certain amount of money to reduce his indebtedness to 
‘the money-lender, or to supplement his small agricultural 
income, or to carry out some social ceremony. He returns 
to his village at the harvest time, and also when- 
ever he has saved sufficient money to take a holiday. 
Consequently, India has no operative class depending 
entirely on its industrial labour for itslivelihood. Further, 
‘Indian labour is in many cases, in spite of its low wages, 
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less economical than Western labour, and besides the 
_ quality of the workis often poor. India, therefore, far from 
gaining an advantage from low wages, is handicapped 
by the low efficiency of her labour. But the greatest 
difficulty arises from the fact that the Indian worker has a 
certain wage in his mind, just sufficient to give him and his- 
family the barest necessaries of life, and that when this. 
wage has been obtained, he has no ambition to earn 
more by working harder, inorder to improve his. condi- 
tion. Hence, if the competition of employers leads to: 
an increase in the current rate of wages, a common result 
is, as Shown by the attendance-sheet of any mill or works, 
to produce a still further shortage, since a workman, who. 

can support himself and his family for a week on four 
- days’ wages, will work for four days only, absent himself 
from the works for the balance of the week and spend it in 
idleness. Thus, of all the problems facing the industrialist. 
in India, labour is probably the most serious, and also the 
most difficult to solve. 


Serious attention has been paid to this problem 
since the war by Indian industrialists, and the Industrial 
Commission did the same. Its solution lies in raising the 
standard of comfort of the worker and his outlook on life. 
Free and compulsory primary education is the first essential 


for raising the efficiency of Indianlabour. Better housing 


is equally necessary to secure a better time and attendance, 
and to create a permanent industrial class of workers. ‘The 
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‘present housing conditions of labour in cities is, to say the 
- least, deplorable. Again, efforts should be made to free 
the workers from the clutches of the money-lenders, and to 
-encourage habits of thrift and a sense of self-respect. There 
is also an unlimited field for the development of welfare 
work of various kinds, such as the provision of adequate 
medical help, healthy recreation, libraries, social clubs 
and co-operative stores. It is noteworthy that the Tata 
Company has made anextensive provision at Jamshedpur 
for the comfort and welfare of its labour force. Indian 
industrialists should realise that these measures not only 
involve a social duty, but also that they are essential for 
the success of their enterprises, by helping them to keep 
a regular supply of labour, to improve its efficiency, to 
_ Taise a new generation of workers attached to the works, 

and to train a sufficient number of skilled operatives. It 
goes without saying that these efforts of the industrialists 
must be adequately supported by the Government, 
especially in the matters of the education and the housing 


of labour. 


So far the case of unskilled or semi-skilled 
labour has been considered. As one ascends the 
scale, the difficulties increase. Technical training 
is still inadequate, and the supply of skilled me- 
chanics and men of similar grades is insufficient for any 
large development of industries. Competent managers 
of departments and foremen are even more difficult to 
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obtain ; and the great difficulties of effecting a satisfactory 
devolution of responsibility impose an additional strain 
onthe persons in supreme control. The Industrial Commis- 
sion examined this problem also very carefully, and 
made several valuable suggestions. For the training of 
artisans, it made definite suggestions for improving the 
system of apprenticeship in workshops and engineering 
establishments, such as a more liberal treatment in respect 
of wages, the provision of better opportunities for techni- 
cal training, and the institution of a better form of agree- 
ment. The Government, through its departments of 
industries, should assist the works in the provision of an 
adequate technical education. The main object should 
be to counteract the tendency among the promising youths 
of the working classes to seek clerical occupations. This 
object would be promoted also by an improvement in the 
social status and the prospects of skilled artisans. With 
regard to the training of foremen, the Commission found 
that the opportunities in railway workshops were extensive, 
but that they were confined to Europeans and Anglo- 


Indians, and that there;was a noteworthy absence of 


any provision for middle-class Indians. To rectify this defi- 
ciency, the Commission recommended that adequate 
arrangements for the training of Indian apprentices should 
be made, that they should be given respectable stipends 


during the period of training, that the conditions of train- 


ing should be such as educated young Indians would deem 
consistent with their sense of self-respect, and that the 
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- Government should share with the railway workshops the 
expenses of the provision of adequate training facilities, 
hostel accommodation, and such other amenities as might 
be necessary to attract educated youths of the middle class. 


To these deficiencies in India’s industrial equipment 
must be added the absence of a class of entrepreneurs for 
managing and directing industrial concerns. The popula- 
tion of India has been organised on the basis of a here- 
ditary specialisation, the son following the occupation of his 
father. While this organisation has secured an excessive 
number of recruits for old occupations, such as the liberal 
professions and commerce in the strict sense of the word, 
it has obstructed the development of a class of entrepreneurs 
depending upon the direction of organised industry for their - 
means of income. This tendency would have been largely 
corrected, if in the past the Government had made an 
adequate provision for higher industrial education. How- 
ever, in fact, it was strengthened by the Government policy 
of confining its attention mostly to the provision of mere 
liberal education. The result has been to throw the oppor- 
tunities for the industrial development in India largely 
into the hands of non-Indians. A characteristic feature 
of organised industry and commerce in nearly all the 
Indian centres hasbecn the direction and control by large 
firms of managing agents, which, except in Bombay, are 

mainly non-Indian. Besides carrying on the export and 
! import trade, they have financed and managed industrial 
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enterprises all over the country, and have many branches 
inthe important towns. Their importance may be realised 
- from the fact that they control the majority of jute, leather, 
paper, flour, and rice mills as well as tea-gardens, and coal, 
petroleum and gold mines. Since the war, the activities of 
the European firms of managing agents have increased, and, 


in addition, Japanese and American firms have appeared 


in the field. It is characteristic that the most important 
developments in the iron and steel industry now taking 
place are in the hands of three large European firms. 
It seems that the industrial development in India along 
these lines cannot do as much good to the country as a 
truly indigenous development would do, since the profits 
of the managing agents and the non-Indian shareholders 
obtained from these industries leave the country, 
which benefits mainly to the extent that Indians 
obtain employment among the lower ranks of 
workmen, and_ secondarily to the extent that 
‘the shares of these enterprises are held by Indians. 
Moreover, the foreign exploitation of the definitely limited 
supply of raw materials in the mineral industries, incapable 
of being replaced, appears to be directly opposed to the 
interests of the country. The substantial Government 


assistance to the industrial development in India, that 


is being contemplated, will not benefit the country much, 
if it is mainly or even largely derived by foreign firms 
in India. Therefore, it should be the aim of the Govern- 
ment to grant its assistance mainly to truly indigenous 
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‘enterprise, to foster it, and to help in the creation of 
_-a class of entrepreneurs, by all the facilities that it can 
‘give. One way to do this would be to send really capable 
and educated young Indians abroad for a higher industrial 
‘training at Government expenses in larger numbers and 
to endeavour to secure better training facilities for them 
‘than has been done in the past. Another way would be.to 
give freely the services of Government chemists, geologists 
and other experts to, and to carry out gratuitously indus- | 
trial research for those Indian industrialists who may be 
prepared to engage in new undertakings. Again, when 
indigenous enterprise may not be forthcoming to engage 
in new industries, which would probably fall into the hands 
of foreign firms, and if the prospects of success appear 
to be good, the Government should start the new imdus- 
tries, carry them through the experimental stage, train a 
sufficient number of men, and hand them over to private 
enterprise, when the experiments have proved successiul. 
Economists of the strictest English school may object to 
this suggestion, but the war has shown, at least in India, 
that the notoriety, which Governments gained for indus- 
trial inefficiency was largely unmerited. Moreover, in two 
conspicuous instances, a substantial success has already 
been achieved in State-pioneering in India. The aluminium 
industry in Madras, and dairy-farming on the Western 
Jarge-scale methods in Northern India were established 
directly by the Government, proved very successful, and 
were handed over to Indian companies. 
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Finally, there is the question of a tariff sufficiently - 
high to give a substantial protection to new industries: | 
Protection has the support of almost every class in Indias- 
which has so far found a voice, and Indian public opinion 


demands that the refusal of the Home Government, 
while the war was in progress, even to regard the subject 
as open to discussion, should now be reconsidered, and 
that the question should be left to the decision of the 
Government of India. It is not possible within the limits 
of these pages to enter on an examination of the merits of 
the question. But, it may be stated that, while the ultimate 
results of a tariff would probably be less than its more 
ardent advocates claim, and that while it will impose 


an appreciable burden upon the consumer, the immediate 


effect may be to supply a considerable stimulusto m= 
dustrial enterprise. 
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CHAPTER IV. 


’ a 


The Revenues and Expenditure of the Central 
and Provincial Governments. 


At the time of the outbreak of the war, the finances of 
the Government of India were on the whole in a satisfac- 
tory position, for, the south-west monsoon was favourable 
and promised agricultural prosperity, the loan operations 
of the Government had proved a great success, and their 
total treasury balances had been found to be larger than 
the estimate, which had originally been made at the time 
of the preparation of the budget. It is true that for some 
months before the war, trade had been somewhat depressed 
owing to the previous unfavourable agricultural season, 
and the after-effects of the bank failures of 1913-14. But 
at the time of the declaration of the war, the trade depre- 
gsion was beginning to give way to greater activity, there 
was every prospect of a good year owing to the favourable 
agricultural situation, and if normal times had continued, 


the budgeted imperial surplus would in all probability 
have been exceeded. 


These prospects however were swept away by the 
war and, as table 10 shows, the budgeted surplus was 
turned into a large deficit. Table 11 shows that the decline 
of the revenues occurred under several heads. The decline 
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-of the revenues from railways, customs and opium as com 
pared with the budget estimate was due to the disturbance 
-and depression of foreign trade that followed the outbreak 
of the war. In regard to the railways, it was found 
impossible to reduce the working expenses forthwith in 
proportion to the large and sudden decrease in the normal 
receipts, as much of the expenses were of a fixed character. 
The customs and cpium revenues were aflected by the 
fall in prices. The decrease in Interest receipts was 
mainly due to the depletion of the Secretary of State’s 
balances in London, which, in ordinary times, would have 
earned interest till their final disposal. The fall in the 
receipts of Posts and Telegraphs was brought about by 
the reduction of business and interruptions of telegraphic 
communications entailed by the war. The adverse 
trade conditions also affected the Excise, Land and Stamps 
revenues, but in these cases the Central Government 
shared the loss with the Provincial Governments, these 
‘being divided heads of revenue. The only head of revenue 
under which the budget expectations were exceeded was | 
Salt, but in this case the Finance Member expressed 
the opinion that the increase was deceptive, as it merely 
represented advance payments of duty to avoid a threaten- 
-ed increase of the salt duty. Thus the adverse effect 
-of the outbreak of the war upon the revenues of the Central 
Government was considerable, and, consequently, the 
very optimistic view taken by the Viceroy in his speech 
dn the Legislative Council closing the financial debate 


136 


in March 1915, that the war had convincingly brought 
out the inherent soundness and strength of India’s financial. 
position, does not appear to have been quite correct at 
that time, especially if the deficiencies of India’s financial. 
position revealed by her Ways and Means, and currency 
and exchange, difficulties, and the run upon postal savings 
barks and Paper Currency Offices, are taken into account. 


) The war however revealed that India’s financial 


strength was considerably greater than many of her 
financial experts had thought, and that since 1908, when 
Indian finances suffered immensely during the world. 
crisis of the year, it had increased more than they were 
prepared to admit. Speaking in the Viceroy’s Legislative 
Council in 1909, the late Mr. Gokhale laid particular 
emphasis on the fact that never during the 50 years previous 


to that year had there been such a heavy deficit as that of 
_ £3.75 million in 1908-9. As the result of the unparallelled 
blow dealt by the war, most experts had expected a much 
heavier deficit for 1914-15, but to their surprise, it was £1 
million less than that for 1908-9. India’s financial strength 
becomes more evident, when it is explained that the 
revenues of the Central Government were in 1919-20 almost 
double those in 1913-14. A part of this increase was, 
no doubt, the result of the enhancement of taxation and 
the inflation of currency. But the larger part was the 
result of natural growth. Again, table 10 makes it clear 
that from 1915-16, the actual total revenues every year 
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far exceeded their budget estimate. This, however, 
appears to have been largely due to their under-estimation,. 
_ at the time of framing the budgets.. 


While most of the heads of revenue expanded more: 
or less, the immense increase in the total revenues within 
the period of six years, was largely due to the expansion in 
railway and customs receipts, and in the yield from taxes 
on incomes and profits. In proceeding to examine them, 
it may be pointed out that the budget estimate for each 
year should be examined in relation to the revised estimate: 
for the previous year, framed one month before that year 
is over, for the Finance Member prepares the budget 
estimate each year, by considering how far the figures 
of the revised estimate for the previous year—the latest 
figures available at the time of framing the budget—are 
likely to be affected by conditions expected to prevail 
during the year, for which the budget estimate is prepared. 
The budget estimate of the net receipts from railways. 
for 1915-16 was £ .& million Jess fhan the revised estimate 
for the previous year, because the Finance Member had 
to provide for the adverse effects of the war, extending 
over the whole of 1915-16, as against 8 months of 1914-15, 
This consideration would have led to a much lower budget 
estimate of these receipts, had it not been counterbalanced 
to some extent by the Yinance Member’s expectations 
of an appreciable recovery of credit, confidence and trade, 
and by more favourable agricultural prospects. The actual 
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receipts for thas year, however, amounted to £.3 million 
more. Thefactors, which led to this increase and to still 
more remarkable increases in subsequent years, were:— 
(1) The diversion of a large amount of traffic, especially 
coal, to railway routes from the sea routes, on account 
of the shortage of coastal shipping resulting from the war. 
(2) The greater activity of internal trade on account 
of the diminution of imports, for instance, cotton piece- 
goods manufactured in Bombay, Ahmedabad and Nagpur, 
and carried by the railways to Bengal, making up 
to some extent, the diminution in the imports of piecegoods 
from Lancashire into Calcutta by sea. (3) The greater 
military activity, resulting in larger movements of troops 
and military stores on railways. The increase in railway 
receipts from this casue was illusory, and not a source 
of financial strength, as the Government of India paid 
a certain amount out of one pocket into another. (4) 
The larger exports of raw materials and partially and 
fully manufactured goods from the interior to the Allied 
countries forthe prosecution of the war, as compared with 
the exports during 1914-15. The progress of the war 
rendered the operation of these factors more and more 
powerful. However, the budget estimate of the net 
receipts for 1916-17 was £ .6 million less than the revised 
estimate for 1915-16, because the Finance Member held 
that the prospect was not altogether encouraging on ac- 
count of the deficiency of the south-west monsoon, and the 
possibilities of the war causing more stringent trade 
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restrictions. The actual net receipts surpassed the budget 
estimate by more than £ 4} million, and the Finance 
Member attributed this surprising result to favourable 
rains, in addition to the factors mentioned above. In 
the budget for 1917-18, the net receipts were estimated at 
£ 1.2 million less than the revised estimate for the previous 
year, on the ground of the provision of an increased ex- 
~penditure on renewals and working expenses rendered 
necessary to enable the railways to handle the unprece- 
dented increase in traffic. But in the accounts for that 
year, the receipts amounted to £.2 million more, and 
again broke the record created in the previous year, owing 
to the operation of the same causes as before. 


In 1918-19. the net railway receipts were budgeted 
at a million £s less than the revised estimate for 1917-18, 
because the Finance Member thought that he had to allow 
for the operation of several adverse factors; in the first 
place, the extraordinary net receipts for 1917-18 had been 
augmented by a favourable monsoon, and it would have 
been unwise to count uponthe continuance of the same 
conditions ; secondly, the continued wear and tear of the 
rolling stock and permanent way for lack of rerewal, 
had reached such an advanced stage that the Finance 
Member felt doubtful whether the railways would be 
able to cope with the demand made upon them for 
handling passenger and goods traffic; lastly this heavy 
wear and tear rendered it quite neceSsary that provision 
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should be made in the calculation of working expenses. 


for renewal as far as circumstances allowed. These 
prognostications of the Finance Member were not realised 


at all. The railways continued to prove a source of 
financial strength, and he explained this away by stating. 


merely that it had been found possible to subject the rail- 
way system to a still greater strain without a break-down. 
In the budget for 1919-20, the net railway receipts were 
estimated to bring in £ 4 million less than the revised 
estimate for 1918-19. It is true that the gross receipts 
were estimated to amount to £ 2:3 million more, as the 
reduction of military requirements was expected to be more 
than made up by increasing private demands for railway 
facilities. -But from this figure, a very heavy deduction 
of £ 61 million was made for special renewals after the 
forced neglect of the last few years. The Finance 


Member emphasised the urgency for drastic renewals, 


and explained that the railway authorities were confident 
of being able to spend this large sum profitably. The 
actual receipts exceeded the budget estimate by £.2 
million, in spite of the effects of the famine, and political 


disturbances, especially in the Panjab, which particularly - 


affected the railway traffic. 


The Customs revenue more than.doubled by 1919-20: 


as compared with 1913-14. Only a part of this increase, 


however, was the result of the natural growth, while the- 
remainder was due to the enhancement of eristing duties. 
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and the imposition of new ones. The outbreak of the 
_ war affected this head of revenue more than any other, 

and it continued to decline in 1915-16, while other heads 
recovered substantially their former position, in that year. 
This was due to the reduction in imports brought about 
by the growing shortage of tonnage. In the budget for 
1916-17, the estimate of the receipts from the existing 
Customs duties was practically the same as in the revised. 
estimate for 1915-16. There were, no doubt, possibilities 
of further trade restrictions, but their effect was expected 
to be neutralised by the rise in prices, which would have 
resulted in greater yield from ad valorem duties. However, 
in order to help in making up the expected deficit in total 
revenues, the general import tariff was raised from 5 to 
73 per cent ad valorem, with a few exceptions, and an 
export duty on two important staples, tea and jute, was 
levied. These enhanced and new duties were estimated 
to yield a little over £.2 million. The actual total 
Customs revenue amounted to nearly £ one million 
more than the budget estimate. This increase was due, 
to some extent, to more favourable trade conditions, 
but much more to the rise in pricee, which brought about 
an increase in the receipts from ad valorem duties. In 
the budget for 1917-18, the Customs revenue was estimated 
to decrease by £.7 million on account of the adverse 
effect of the increasing shortage of tonnage on imports and 
exports, the former being further affected by the concen 
tration of the manufacturing countries of the West on the 
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production of war munitions, and the latter by exchange 
difficulties and special restrictions. But the actual 
revenue amounted to £ 1.6 million more than the budget 
estimate, and this was attributed by the Finance Member 
to the factor mentioned above, viz. the continuous 
rise in prices. In the budget for 1918-19, the Finance 
Member maintained that with the progress of the war, 
it became more and more difficult to anticipate the effect 
of the opposing factors mentioned above, on the customs 
revenue, that, on the one hand, the shortage of tonnage, and 
the restrictions on production in and exports from the 
United Kingdom were becoming progressively acute, 
and that, on the other, these adverse factors were consider- 
ably neutralised by increasing exports from Japan and the 
U.S. A., and by the rise in prices. Weighing these oppos- 
ing forces, the Finance Member estimated the Customs 
revenue at £. 4 million less than the revised estimate for the 
preceding year. When the actual revenue amounted to 
nearly £14 million more than the budget estimate, it 
was attributed to a more powerful operation of the favour- 
able factor connected with the rise in prices. The budget. 
estimate of the revenue for 1919-20 was £ 1.2 million 
higher, because the reduction in the proceeds of ad- 
valorem customs duties due to an anticipated fall in prices 
on the return of peace, was expected to be more than 
neutralised by an increase in the volume of imports to 
replenish exhausted stocks, rendered possible by somewhat 
easier tonnage situation. The actual revenue amounted 
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to £1.6 million more, partly because the Finance Member’s. 
anticipation of a fall in the level of prices was not at all 
realised, and all the more important tarifi heads showed 
an increase, and partly because an export duty on hides 
was Imposed in the middle of the year. 


The yield from the taxes on incomes nearly 
trebled in the period of six years, with which 
these pages are concerned, if the excess profits 
duty levied for a single year in 1919-20 is taken 
into account, and more than doubled, even if that duty 
is not taken into consideration. The increase, however, 
was mainly the result of higher taxation, although, to some 
extent, it was due to higher profits secured in those trades 
and industries, which throve on account of war conditions, 
especially in capital cities. In 1916-17, in order to help in 
meeting the expected deficit in the total revenues of the 
Central Government, the rates of the ordinary income 
tax were raised, so as to bring in £ one million more. In 
1917-18, a super tax was imposed on large incomes in addi- 
tion to the graduated income tax, and was estimated to 
yield nearly £ 14 million, to enable the Government to 
meet the burden imposed by the gift of £ 100 million to the 
Home Government. In 1919-20, a duty on excess profits. 
earned during 1918-19, was levied fora year, to assist the 
Government in meeting another burden resulting from a 
second financial gift to the Home Government. The 
_ yield from the duty was estimated at nearly £74 million. 
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_ Against this, however, a loss of the yield of the super tax 

-and income tax amounting to £ 14 million had to be 
provided for, since the super tax and excess profits duty 
were not to be both assessed on the same business, and 


a rebate wasto be given forthe purposes of income tax, © 


onthe amounts paid as excess profits duty. The duty was 
- removed in 1920-21. Income tax has been a divided head 
of revenue, the yield being divided in certain fixed pro- 
portions among the Central and Provincial Governments; 
But the whole of the yield from the enhancement of the 


income tax and from the super tax and the excess profits — 


duty was appropriated by the Central Government, 
because the taxes had been raised or levied solely in order 
to meet the increase in the expenditure of the Central 
“Government brought about by war condtitions. 


Other heads of revenue, contributing in a substantial 
measure, although ina less degree than the heads examined 
above, to the increase in the total revenues in our period, 
were interest, opium and excise. The interest receipts 
amounted to nearly £4} million atthe end of our period, 
as against a little more than £ one million at the beginning 
of it. The increase began in 1916-17, and continued to orow, 
but this improvement did not become promirent in the 
revenue account till 1917-18, because in 1916-17 the whole 
of the increase, and in 1917-18 a part of it, was set aside 
to form a Paper Currency Depreciation Fund, the neces- 
‘sity for which had arisen on account of the depreciation 
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in the value of the consols, in which a considerable, 
portion of the Paper Currency Reserve had been invested. 
The expansion of the interest receipts was almost entirely 
the result of Government war finance. As will be explained 
fully in the next chapter, the Secretary of State obtained 
larger and larger funds from the Home Government in 
the form of the recovery of the disbursements made on its 
behalf by the Government in India, and from the sale 
of Council drafts, and he invested these funds in England, 
largely in the Home Treasury Bills. 


The opium revenue was doubled during the period 
under examination, on account of the greater demand 
from the Far East, and also from England for medical 
purposes, the latter being the result of the closing of the 
Turkish market, This enabled the Government to increase 
the price at which opium chests were auctioned. The 
excise revenue increased nearly by £ 4 million, and this was 
attributed to stricter administration, and to more favour- 
able trade and agricultural conditions. This increase, 
more and more marked from 1916-17, was satisfactory, 
so far as it was the result of the former cause, but was far 
from being so, so far as it indicated an increase in the 
consumption of liquor. 


From 1917-18 the Government obtained a new but 
temporary source of revenue, viz. profits from exchange 
included under Miscellaneous. In August 1917 the 
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Secretary of State increased the rates for Counc Bills 
and Immediate Telegraphic Transfers from 1s. 4s% and 
- Is. 44.d. to 1s. 423 and 1s. 5d., respectively. This rise 
in exchange resulted in a large gain, amounting to £3 
million in 1917-18, in the remittance of Home Charges, 
and in the recovery of disbursements made by the Govern- 
ment on behalf of the Home Government. In 1918-19 
the net profit was nearly £5 million. The budget estimate 
of the revenues and expenditure for 1918-19 was framed on 
the basis of the rate of 1s. 4d. to the rupee, and the sterling 
obligations were provided for at the same rate, although 
the rate prevailing at the time was ls. 5d., because the 
exchange position was very unstable, and it was considered 
unsafe to act on the expectation of a continuation of the 
higher rate. However, as matters actually turned, out, 
in April 1918 the rate had to be raised further to ls. 6d., 
for the reasons explained in a later chapter, and this 
enabled the Government of India to make a large saving 
in rupees in meeting its sterling obligations at the rate of 
1s. 6d. To this was added the gain in respect of recover- 
able war expenditure incurred in India on behalf of the 
Home Government, arising from the same cause. The 
gross profit from exchange was much larger than £ 5 
milion, but it was decided to deduct from it, the loss 
which the Government sustained on account of the coinage 
of rupees in large numbers, which were put into circulation 
at the old rate of 1s. 4d., but which cost the Government 
more to produce, 7.e. in economic phraseology the legal 
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_ value of which was less.than their intrinsic value. Al- 
_ though the gain from exchange was very large in 1919-20, 
it was entirely set aside for purposes of capital outlay 
on railways, irrigation, and the building of Delhi, and for 
meeting the deficiency in the Paper Currency Reserve. The 
‘gross gain from the progressive rise in exchange amount- 
ed to £15 million, but from it were deducted a loss of £3 
‘million on rupee coinage, and another of £ 4.2 million 
due tothe Secretary of State’s purchases of gold at a 
premium, because the losses arose from the same causes 
‘that contributed to the higher exehange value of the rupee - 
However, even the net gain from exchange was regarded 
as artificial, and not a real accretion to the resources of the 
‘Government, so far as it arose from mere transfer of funds 
between India and England. For, although a gain from 
exchange accrued, every time that the Secretary of 
State sold Council Bills on the Government of India, 
and that expenditure was incurred in India on behalf of 
the Home Government and recovered in England, a loss 
resulted, whenever Reverse Councils or sterling money 
orders on London were sold. The only operations, the 
vexchange gain in respect of which was regarded as real 
and permanent, were the purchases of machinery 
and stores abroad in connection with the capital outlay 
-on railways, irrigation, and the building of Delhi. It was - 
therefore regarded as necessary that these capital accounts 
should get the benefit of the higher rate ofexchange. Then, 
‘there was another important consideration. The ultimate 


148 


abandonment of the 1s. 4d. rate for accounts purposes,. 
and the adoption therefor of a 2s. rate, would result 
in a heavy capital loss on the sterling holdings of the 
Government of India, especially in the Paper Currency 
Reserve. The deficiency in the Paper Currency Reserve, 
assuming a revaluation of its sterling portion on the basis 
of the 2s. rate, was estimated at nearly £ 27 million, and 
the Finance Member strongly emphasised the importance 
of making up this deficiency, by setting aside each year 
a part of the gain from exchange, on the ground that a 
position, in which the sterling portion of the Reserve. 
was clearly insufficient to cover that part of the note 
circulation against which it was being held, would shake 
public confidence, upon which the circulation primarily 
depended. For these reasons, it was decided to credit the 
railway, irrigation and Delhi capital accounts with £ 4.8 
million out of the £7.8 million of the net gain on exchange 
during 1919-20, and to set aside the whole of the remainder 
for meeting the deficiency in the Paper Currency Reserve.. 


Proceeding to examine the growth of the expendi-. 
ture of the Central Government during the period under 
consideration, table 10 shows that the expenditure also 
doubled. There was, however, a marked contrast between 
the expenditure of the first financial year of the war and of 
those that followed. The actual expenditure of the first 
year was less than the budgeted expenditure, while in the- 
succeeding years the position was reversed, and the excess: 
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of actual expenditure over its budget estimate increased 
‘with the progress of hostilities. This was due to the 
fact that during the first financial year, India did not 
recover from the impact of the war, and therefore was not 
in a position to contribute financially to its prosecution to 
the extent that it did in the succeeding years. Nor was 
India’s financial help so urgently needed by Great Britain 
during the first year as in the following years, because 
the latter’s financial resources began to be severly taxed 
‘only from the second year. During the first year, the 
urgent need of the Allies was for men and not so much 
for money, and, at this critical time India unstintingly 
poured forth her best blood on the battlefields of Flanders 
cand France. In fact, it has been freely acknowledged by 
military experts that, but for India’s Sikh, Jat and Gurkha 
battalions, England and France, unprepared as they were 
for war, would have found it well-nigh impossible to stem 
the onrushing tide of German armies. By the time 
Great Britain’s financial resources began to be strained 
heavily, India had begun to recover from the effects of 
the outbreak of the war, and rendered increasing sacri- 
fices, perhaps even more than her very limited financial 
resources really allowed, till the successful termination of 
hostilities. 


The immense increase of the total expenditure was 
very largely the result of the continuous expansion of 
military expenditure, and was due, to a much less extent, 
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to the growth of the salaries and expenses of civil depart- 
ments, interest payments and the direct demands on the re- 
venues. The military expenditure nearly trebled ih 1919-20 
as compared with that in 1913-14. In 1914-15, although 
the estimates of the different classes of military expendi- 
ture were much disturbed by the war, the total expendi- 
ture departed but little from the budget owing to the 
counterbaiancing action of several technical factors. In 
the budget of 1915-16 a reduction in the expenditure of a 
little more than £3 million was expected as compared with 
the revised estimate for the preceding year, or account of 
the postponement of all ordinary military expenditure not 
necessary immediately. But the actual expenditure. 
amounted to £ 2.3 million more than the budget estimate, 
on account of the agreement with the Home Government 
that India should make no saving from war conditions. 
Thus, although the normal drafts and reliefs of troops had 
ceased, it was decided to pay their sea transport charges. 
Similarly, although the number of the Territorial troops: 
was at first less than that of the Regulars whom they 
replaced in India, it was decided to pay the same amount 


“as before. 


The budget estimate of the military expenditure for 
1916-17 was only £- 2 million higher than the revised esti- 
mate for 1915-16, but the actual expenditure amounted 
to nearly £35 million more, due to larger outlay on rifles and 
on strengthening the frontier position, to higher prices of 
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military stores, and to increased railway charges in respect 
_ of larger movements of troops and stores. In the budget 
for 1917-18, £ 4 million more were provided for higher 
pay and pensions granted to the Indian army, and for a 
moderate reserve against unexpected contingencies. The 
actual expenditure, however, was £,31 million more, on 
account of larger operations on the frontiers, larger move- 
ments of troops and stores, and higher prices of military 
stores. In the budget for 1918-19, £.2 million more were 
provided. The expenditure was really expected to be 
substantially smaller, because the increase under 
some items was estimated to be more than counter- 
balanced by the non-recurrence or decrease oi other items. 
However, in view of the large increase of the total military 
expenditure over the budget estimate in the past two years, 
the Finance Member thought it necessary to provide a 
larger reserve than before, to meet unforeseen contingen- 
cies. But in the actual expenditure, there was a pheno- 
menal increase, which amounted to nearly £ 161 million. 
Of this, £ 12.7 million was due to the special war contribu- 
tion given by the Government of India. The initial 
success of the Germans in their 1918 spring offensive ren- 
dered the military position of the Allies very critical, and 
in response to the appeal of the Prime Minister, the Govern- 
ment of India undertook to raise and train additional 
500,000 men, and to bear the charges in respect of 200,000 
of these from ist April 1918 and of 100,000 more from 
‘Ist April1919. On account of the collapse of the enemy 
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in November 1918 and the armistice which followed, it ~ 


became unnecessary to continue recruiting. But the 
recruitment already made, involved an additional ex- 
penditure of £ 12.7 million in 1918;19 in accordance with — 
the above offer of the Government of India. The remain- — 
der of the increase in the military expenditure was due — 
to larger military. preparations on the north-west frontier in- 
view of the fresh German menace through Central Asia, — 
and the unforeseen operations against the Mari tribe, 
which had proved a source of considerable trouble. 


In the budget for 1919-120, the ordinary military — 
expenditure was estimated to amount to £ 325 million as — 
against the revised estimate of £ 31} million for 1918-19, 4 
because the economies in respect of the outlay on military 
works and expenditure on the frontiers, were estimated — 
to be more than neutralised by the imperative demands of 
military efficiency in the light of the lessons taught by the 
war, such as improved armaments and equipment and — 
more rapid transport. In addition to the ordinary mili- | 
tary expenditure, £ 8.7 million had to be provided for the q 
second instalment of the special war contribution men-_ 
tioned before, as against the first instalment of £ 12.7 
million im the previous year. Thus, although the total 
military expenditure for 1919-20 was estimated to be 
£ 23 million less than the revised estimate for the preced- — 
ing year, the Finance Member admitted that it represented — 
a figure considerably in excess of what he hoped would be — 
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“the normal military expenditure in future. In the actual 
expenditure, however, there was another phenomenal 
increase amounting to no less than £ 17:3 million. This 
was mainly the result of the Afghan war and the operations 
against Mahsud and Waziri tribes. The cost of all these 
operations reached the sum of £ 14? million. The Finance 
Member admitted that it might have been less, but main- 
tained that the crisis arose at a time when the resources 
of India had been severely taxed by the world war, that 
high prices ruled everywhere, that a higher standard 
of efficiency in the military organisation had to be provided 
for, and that every measure had to be adopted, which 
economised human life at the expense of mechanical 
contrivances, and ensured greater comfort for the 
troops. Furthermore, the ordinary military expenditure 
exceeded the provision in the budget for it by £ 9.1 
million. This increase was explained to be partly the 
result of residuary obligations arising out of the war, such 
_as the war gratuity to British officers and soldiers serving 
in India during the war, the increase in their pay, the grant 
of six monthly bonuses to Indian troops and rewards in the 
shape of cash and land grants to Indian officers and men 
who had rendered distinguished services during the war, 
and partly the result of the influence of frontier operations 
involving the provision of mechanical transport, additions 
to animal transport, the increase of the air force establish- 
ment and additional military works. The increase in the 
total military expenditure would have been much higher, 
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if the second instalment of special war contribution amount- 
ing to £ 8.7 million, provided for in the budget, had 
been paid in full. The whole contribution, however, was- 
subject to the condition that its payment might be recon-. 
sidered in the event of the occurrence of two contingencies,. 
namely frontier operations involving large expenditure,. 
and serious financial burdens resulting from a famine or 
a currency crisis. The first condition had become opera- 
tive, and the Imperial Legislative Council passed a resolu- 
tion to the effect that the sums payable for effective and 
non-effective charges under the resolution making the 
war contribution, may be paid to the Home Government 
after deducting therefrom the expenditure on the Afghan. 
war and the operations against the frontier tribes, and 
including the charges mentioned in the financial statement 
and amounting to £1 million, which, 1f the full contribution 
had been paid, would have been taken against it- 
This resolution was accepted by the Government, and 
under its terms £1.8 million were paid tothe Home 


Government. 


Thus, India did not escape from the enormous growth 
in the military expenditure, which was one of the most 
unfavourable features of the war finance of the Western 
countries. In 1918-19 it consumed more than + of the total 
revenues, and in 1919-20far more. Hven in the budget for 
1920-21 the huge sum of £ 414 million has been provided for- 
it, and the general hope that the termination of hostilities. 
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would enable the country to secure financial resources 
required for social and economic development, by means of 
the curtailment of the military expenditure, has not been 
realised. Moreover, the military reorganisation propsed 
by the Esher Committee will involve heavy expenditure, 
and the addition of the burden of the maintenance of 
“a navy appears to be probable. The military expenditure 
has been a subject of public criticism for over a genera- 
tion. Indian politicians have maintained that India 
has been keeping an army beyond her requirements, which 
has been used from time to time in operations beyond her 
frontiers, and that India, as compared with the self-govern 

ing Dominions, has been bearing more than her legitimate 
share of the military burdens. It is not the function of 
an economist to examine the truth of such assertions, 
but it is his function to draw attention to the enormous. 
economic waste involved in this huge military expenditure. 
Eminent economists such as Gide, Pigou and Cassel drew 
the attention of the International Financial Conference 
at Brussels 1920, to this problem in the Western countries, 
and if the continuance of the waste of e©onomic resources 
is harmful to those countries, it is much more so in 
the case of India, whose resources relative to the 
demands of- the population upon them, are more 


limited. 


Another unfavourable feature of the expenditure 
has been the continuous increase in the cost 
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of the administration as the following figures 
show :— . 


Net Expenditure on the Salaries and Expenses oi 
Civil Departments in £ million. a 


1913-14 1914-15 1915-16 1916-17 1917-18 1918-19 1919-20 | 

-General Adminis- * . 

tration. oP a0 2p 2-0 2°0 2:1 pe 2°7 

Law and) Courts 2:7 29 29 89°29. 30 3-2 
Justice. | Jails. 0:7 O07 0-7 0-7 0:7 0-9 1258 
Police =... 47 Gl 62° 53 55 58 “Gm 
Ports & Pilotage. 0:05 0:1 Ol 0-1 0-1 0-1 0:2 3 
Education 30 30 28 2:8 3°] 3°7 4°2°4j 
Ecclesiastical QO} .204 0-1 0-1 Q-1 O-l OD 
Medical & Sani- 
tation .. PMs? > Pied i 13 1:5 15 2:07 
Political .. 5A Babe: Fs § 1:2 13 2+] 2-6 2:les 
Agriculture 05 Od, 0-5 O'5 06 0:7 0-8 

“Scientific and 
Miscellaneous 


Departments... Of Or 0:3 0:2 0-2 0:3 G5 


Total .. 16-1 17-4 173 174 190 216 23-79% 

Table 13 

Thus, in six years the net expenditure rose to half ~ 
-asmuch again. A part of the increase was inevitable owing” 
tothe rise inprices and the cost of living, but it does not 
follow that the continuance of the actual increase is. 
unavoidable. It will be possible to effect an appreciable 
reduction-under the several heads as a whole, excepting 
those of education, sanitation, medical relief and agricul- 
ture, by achieving economies wherever possible, and main! y 
by substituting cheaper but not less efficient Indian agency 
for the more costly English agency, wherever permissible, 
as laid down in the Constitutional Reforms. 


UJ 


157 


A third head of expenditure exhibiting a very large: 
increase is Interest, the payments of which increased from 
£ 14 million in 1913-14 to nearly £ 9 million in 1919-20. 
‘This was chiefly due to the fact that the war contribution 
of £ 100 million entailed the annual charge of more than 
£6 million on account of interest and sinking fund provi- 

sion. This increase was one of the inevitable results of 
_ the war sacrifices borne by India, and there is no prospect 
_ of its diminution in the near future, because it is improbable 
that after meeting the needs of expenditure, any substantial 

resources will be available for reducing the debt. The 
burden will have to be borne for some time as one of the 
legacies of the war. 


Another important feature of the expenditure of the 
‘Government of India during the period under con- 
‘sideration, was the retardation of progress in education, 
‘sanitation and medical relief. It is impossible to draw 
-an adequate picture, within the limits of these pages, of 
‘the backwardness of India in these matters. But as the 
Haet is generally admitted, it will be sufficient merely to 
point out that at present 94 per cent of the population 
in India is illiterate as compared with 1.6 per cent in 
Scotland, 1.8 per cent in England and Wales, 7.7 per 
cent in the U.S. A. and 17.4 per cent in Ireland. In the 
matter of sanitation and medical relief, the annual reports 
ofthe Sanitary Commissioner of the Government of India 
sear witness to the large mortality resulting from the annual. 
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visitations of plague and cholera, and the continuous 
prevalence of malaria. In addition, the serious loss of 
vitality resulting from malaria should be taken into account. 
But the best proof of the inadequacy of sanitary and medical 
arrangements was given by the influenza epidemic, which, 
according to official calculations, within three months, 
October-December of 1918, took a toll of nearly 6 million 
people, more severe-than that exacted by the world war 
during the course of four years. The Sanitary Commis- 
sioner explained that the mortality was far more severe 
in rural areas than in towns. This was natural, because 
the deficiencies of sanitation and medical relief are far 
greater in the former. Now, these pages are concerned 
only with the economic loss, and not with the national or 
social loss, resulting from all these deficiencies, and the 
urgency of reforms in these matters must be considered 
from the same point of view. Here again, it is not possible 
to explain fully, the actual economic loss. But it is gene- 
rally acknowledged that India’s general poverty and low 
standard of living are largely the result of the inefficiency 
of her factory as well as agricultural labour, the crudity 
of her agricultural methods, and the deficiencies in the 
organisation of her industries, as compared with western 
standards, and that these economic evils, together with 
many others, such as the hoarding habit and the liability 
to a sudden panic, exposing the currency and banking 
systems to considerable dangers, are largely due to the 
prevalence of utter ignorance among the vast masses of the 
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population. The inadequacy of sanitary and medical 
organisations involves a considerable loss of human energy, 
complete or partial, and is partially responsible for other 
economic difficulties such as those connected with the 
organisation of permanent industrial labour in large cities. 
Thus it becomes evident that progress in education, sani- 
tation and medical relief plays a vital part in India’s 
‘economic advance. 


Hrom 1911-12 to the commencement of the war, the 
expenditure. under these three heads increased steadily, 
although the rate of increase was slower than that needed 
by the necessities of the case: But, during the war, 
progress in these matters was largely arrested, and it was 
not until 1919-2U that an appreciable advance was made. 
This becomes evident from the fact that, while the total 
expenditure increased from £ 82.8 million in 1913-14 the 
last pre-war year to £ 112.1 million in 1918-19, exclud- © 
ing the special and additional liability of £ 12.7 million 
underta' en later inthe year, t.e. an increase of £29.5 
million, the expenditure on education, sanitation, and 
medical relief increased from £4.2 million in 1913-14 
to £ 5.2 million only in 1918-19. 


(TABLE. 
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Net Expenditure on Education, Medical Relief and 
Sanitation in £ million. | 


Year. Education. Medical 


and 
Sanitation. 
1911-12 2.0 1.0 
1912 13 2.5 Pea 
1913-14 - 3.0 Bee 
1914.15 3.0 1.4 
Medical. Sanitation. 
1915-16 2.8 eo 6 
— 1916-17 2.8 8 “5 
1917 18 Bi 9 6 
1918-19 Oot “9 6 
1919-20 4.2 1.2 8 Table No. 14. 


In the very first year of the war, the Provincial 
Governments were not allowed by the Government of 
India to spend fully the grants made to them by it for these 
reforms, and consequently the actual expenditure on edu- 
cation, and on sanitation and medical relief for 1914-15 
was £ .7 and .4 million less than the budgeted expenditure. 
The policy of retrenchment in these matters was conti- 
nued, and the actual expenditure on education in 1915-16. 
and the next two years was less than the budgeted expendi- 
ture. If retrenchment was necessary on account of the 
financial situation resulting from the war, it is probable 
that it could have been carried out in respect of the rapidly 


growing expenditure on such heads as police and the sala~ 


ries of Civil Establishments, and that these heads could 
have been spared in view of the necessity of their rapid. 
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‘progress. It is true that in 1917-18 the Government of 
~ India gave a special annual recurring grant of £.2 million, 
_ to be distributed among the Provinces for improving the 
_ training and pay of teachers in primary and secondary 

schools, and that in 1918-19 two similar grants of the same 

amount were made for the extension of primary and tech- 
~ nical education. In making these grants the Finance 

Member, while admitting that they were small in compari- 

_ son with the vast and urgent requirements of India in these 
matters, explained that it was an earnest of the Govern- 
ment’s intention of making - more liberal provision for 
education on the return of peace, and that it was not’ 
_ possible to make a larger grant atthat time, not merely 
on account of the financial difficulties of the war, but also 
for the reason that it would have been highly imprudent 
‘on the part of the Central Government to commit itself, 
until the radical readjustments of Central and Provincial 
finance contemplated by the scheme of constitutional 

-reforms had been actually made. These were useful ; 
grants, but they served to show the slowness of the 
“progress that was being achieved. 


' With regard to the Provincial Governments, it should 
be noted that their less of revenues from the outbreak — 
of the war, was much smaller than that of the Central - 
“Government, because their revenues depended to a far 

; smaller extent upon trade conditions. On the other hand, © 
the growth in their revenues and expenditure in the 
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succeeding years was very much less than the growth. 
in those of the Central Government. This was so, with 
regard to the revenues, because they had to depend merely 
upon normal growth, no increase of taxation being made 
under the Provincial heads of revenue, and the yield from 
that under the Divided heads such as the Income tax 
being wholly appropriated by the Central Government 
for the reason stated before. The small growth of the 
Provincial expenditure was due to the fact that the Pro- 
vincial Governments were made to adopt a policy of vigo- 
rous retrenchment, in matters not immediately essential 
or remunerative, by the Central Government from the 
very first year of the war, on account of the financial situa- 
tion brought about by the war. Even in 1914-15, the 
Provincial Governments were not allowed to spend fully 
the grants which had been made to them by the Central 
Government for the extension of education, sanitation, 
medical relief and civil works. In the budgets of succeed- 
ing years, although the policy of retrenchment was con- 
tinued, provision was made for the Provincial Governments 
to draw toa small extent upon their balances accumulated 
with the Central Government in past years, in order that 
their already insufficient commitments in respect of educa - 
tion, sanitation and medical relief might not be unduly 
interfered with, that a dead stop might not be put to 
all further developments in these vital matters, and that 
the normal standards of expenditure might not be reduced. 
too severely, However, the Provincial Governments 
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made no use of this provision, because every year, the 
_expected deficit in their revenues was turned into a surplus, 
either on account of an increase in their revenues or a 
reduction in their expenditure as compared with the 
budget estimates, or of both. These surpluses were 
added to their balances with the Central Government, 
which were thereby increased. The surpluses thus proved 
useful to the Central Government in meeting its Ways 
and Means difficulties. The Provincial finances were 
therefore so managed during to. war,as to assist the 


Central Government materially in meeting its financial 
difficulties. 


With the cessation of hostilities, the Central Govern- 
ment could no longer ask the Provincial Governments 
to abstain from drawing moderately on the large balances 
to their credit with it. They were therefore now per- 
mitted to incur additional expenditure on the extension of 
education, in directions in which it had been specially 
hampered by war economies, on the development of 
industries, on the repair of damage caused to public insti- 
tutions and services by the financial stringency of the 
war, and on purposes such asthe development of forests, 

and agricultural experiments, which would secure a larger 
return to the State. However, the advantage of this 
permission was taken only to the extent of £ 1} million, 
this being the estimated provincial deficit in 1919-20 
to be met by drawing upon their balances with the Central 
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Government. But the actual Provincial revenues almost — 
coincided with the‘expenditure, and therefore the balances 


were not touched this year also. 


_It remains to consider the prospects of the revenues in 
the near future. Under the system existing hitherto,. 
the receipts from Land Revenue, Income tax, Stamps, 
Excise and Isrigation were divided in certain proportions 
between the Central and Provincial Governments. The 
scheme of constitutional reforms, however, realised the need 
for the complete separation of the finances of the Central 
Government from those of the Provincial Governments, | 
and for securing to the latter substantial freedom from the 
control of the former, in order to enable them to meet 
the needs of their own provinces more adequately than has 
hitherto been done. It has therefore been decided to 
credit the whole of the receipts from Income tax to the 
Central Government, and to make the other heads of 
revenue entirely Provincial. This will leave the Central 
Government with a deficit of Rs. 10 crores, and as the 
provinces will gain in revenues by the re-arrangement, it 
is only fair that the deficit should be made up with contri- — 
butions from the provinces, which will be extinguished 
after a few years, when the revenues of the Central Govern- 
ment will have sufficiently expanded to meet its own 
requirements. The initial contributions are bound to be — 
somewhat arbitrary and inequitable, because the realisation 
of a theoretical equity would have entailed a revolutionary 
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change in the existing figures of the revenues and 
expenditure of the various provinces. Besides, it would 
have been very difficult to arrive at an equitable contribu- 
tion without knowing the normal expenditure of each pro- 
vince. It would have been unjust to penalise one province 
by an increase of its contribution, for its strict adhesion 
to economy during the war, while another province, which 
had increased its expenditure more freely, was rewarded 
by a reduced contribution. Moreove, it would have been 
difficult to calculate even the normal revenues under several 
heads, as they were liable to all the vicissitudes of a period 
of economic disturbances and exchange fluctuations. It 
has therefore been decided to base the initial contributions 
upon the increased spending power accruing to the 
Provincial Governments under the new scheme. The 
increase in the resources of Madras, Bombay, Bengal, the 
United Provinces, the Punjab, Burma, Bihar and Orissa, 
the Central Provinces and Assam has been calculated to 
amount to Rs. 6, 1, 1, 4, 3, 23, 4,4, and 4, crores 
respectively, and accordingly their contributions will be 
Rs. 33, 4, 4, 24, 2, 4, nil, 4 and 4 crores respectively. It 
will be seen that the last four provinces are let off more 
easily than the others, and the reason given is that, being 
backward in their social, economic, and administrative 
conditions, they will have to commit themselves to a larger 
proportion of expenditure. However, the special 
treatment accorded to them, and penalising the major 


provinces for their benefit appear to be undesirable, 
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because, although in cases of emergency they should be 
assisted by means of liberal grants, normally they ought 
to develop their own resources and to rely on their own 
revenues, and because their treatment as infants may 
tend to weaken their self-reliance and sense of responsi- 
bility. es 


The initial contributions will be gradually so altered 
that at the end of seven years, the equitable limit based 
upon the capacity of the provinces to pay, will be reached. 
It is true that equity in these matters is as difficult to secure 
as the equity in taxation outlined in Adam Smith’s first 
tule. However, the Meston Committee, after giving due 
weight to various factors such as the population, cultivated 
area, provincial revenues, amount of income tax, the 
extent of the consumption of textile goods, liability to 
famines, and indirect contributions to the Central Govern- 
ment through the channels of the income tax, customs and 
salt duty recommended the following percentages of the 
total contribution by the provinces as equitable: Madras 
17, Bombay 13, Bengal 19, the United Provinces 18, 
the Punjab 9, Burma 6}, Bihar and Orissa 10, the Central 
Provinces 5, Assam 23. Although the general justice of this 
scale of contributions may be granted, it appears that the 
Punjab, with growing resources and a progressive commer- 
cial life, will contribute a smaller percentage than would 
be equitable, and that Burma and the Central Provinces _ . 
have been let off too easily. This scheme of equitable — 


167 


contributions is calculated to disappear in about 10 years, 
‘when the revenues of the Central Government will have 


sufficiently expanded to meet its requirements. 


We shall now first consider the prospects of the Imperial 
heads of revenue, and then conclude this chapter by 
dealing with the provincial heads. The net receipts from 
the railways exhibited a remarkable increase from 1915-16, 
_and the question is whether the rate of increase will be 
kept up, or will slacken, or whether the net receipts will’ 
fall off. In considering this problem, several opposing 
factors must be taken into consideration. The gross 
receipts depend upon the number of passengers, the dis- 
tances over which they are carried, and the classes in which 
they travel, and upon goods traffic consisting of produce 
carried from the interior to the ports for export, coal and 
other goods, and the distances over which they are carried. 
With the return of peace, the operation of some of the 
factors explained above as swelling these receipts during 
the war, has ceased, or is gradually weakening. The 
artificial inflation of the receipts by the large movements 
of troops and military stores has already ceased. The 
coal and other traffic diverted from the coastal to railway — 
routes during the war, is returning to normal conditions, 
as the tonnage situation is gradually improving. The kind 
of activity of the internal trade, explained as resulting 
from the restrictions on imports, has weakened on account 
of their removal. However, these adverse forces will be 
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more than counterbalanced by the growing strength of 
other factors. Firstly, as India’s export trade expands 
with the reconstruction of the industrial structure in 
Europe, and the growth in its effective demand for India’s 
produce, the railways will have to carry increasing quanti- 
ties of the produce from the interior to the ports. Second- 
ly, India is on the eve of a great industrial era, and steps 
are being taken to carry out the important recommenda- 
tions of the Indian Industrial Commission. Industrial 
activity ina vast country like India means that raw 
materials will be brought together in enormous quantities 
from different points, and that the manufactured commo- 

dities will have to be distributed widely. This two- 
fold work of the concentration of raw materials and the 
distribution of the finished products on a much larger: 
scale than before will have to be performed by the rail- 
ways, and will mean increased receipts. The railway 
expenditure is made up of the interest payments, and the 
cost of direction, maintenance and operation. The rise 
in prices is not likely to affect the first two items, in any 
appreciable degree, but it has already raised substantially 
the cost of labour and materials such as coal, stores, metals. 
and cement required for the maintenance and operation 
of the railways, and as the level of prices, as explained 
later, is likely to remain much higher than the pre-war 
level, in the near future, the railway expenditure also. 
will probably remain substantially above the pre-war 
figure, although some economies in the working of the 
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railways will become possible. Moreover, the wear and tear’ 
_ of the rolling stock and permanent way during the war was 
unprecedented on account of the heavy traffic and the lack 
of renewals, and it is clear that, for a few years, substantial 
sums will have to be spent upon renewals, after the 
forced neglect of the past few years. In this connection 
it may be noted that the reserve of £ 20 million, which the 
Government of India built up in 1917-18 for the purposes. 
of railway renewal, was mostly used up by it for other 
purposes. Taking all these factors into consideration, 
it seems that the net railway receipts, depending upon 
the surplus available after meeting the expenditure out 
of the gross receipts, will not increase further in the 
next few years, to an appreciable extent. On the other 
hand, they are not likely to fall materially below the- 
present level, because the importance of the favourable 
factors mentioned above appears to be considerable. 


With regard to the Customs revenue, it has been 
suggested that the decline in prices will reduce the proceeds 
of those customs dues, which are levied on an ad valorem 
basis. But this factor does not appear to be much important, 
because, as explained later, the level of prices in the near 
future is likely to remain much higher than the pre-war 
level. Moreover, whatever reduction any decline in 
prices may bring about in the proceeds of ad valorem 
customs duties, will be more than counteracted by the: 
expansion of trade that will result from the resumption of 
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normal conditions and from India’s economic progress. The 
present general import tariff of 74 per cent will probably 
remain, and it will not be desirable to raise it further, unless 
financial necessities compel it, because it will mean an in- 
crease in the already heavy burden upon the mass of Indian 
consumers of imported necessaries of life.* The rate of duty 
upon the import of certain articles of luxury such as motor 
~ ears, tinned food, liquors, costly fabrics and furniture may 
pe raised, but the yield is not likely to be large. However, 
it will be possible to secure an appreciable revenue by means 
-of duties upon the export of articles in which India pos- 
sesses a complete or partial monopoly such as rice and jute, 
and large advantages, such as cotton, oilseeds and hides 
and skins. The world shortage of raw materials will continue 
for some time, and the effective demand for them will 
become strong with the gradual disappearance of the 
existing trade depression and with the progress of industrial 
reconstruction in Europe, and therefore the duties upon 
the export of such articles, will maily fall upon the import- 
ers, and will probably produce no adverse effect upon India’s 
-export trade. The export duty on jute, first levied in 
1916-17 and doubled in 1917-18, and the export duty on 
rice, have been bringing in a useful revenue without adverse- 
ly affecting their exports. These duties will most probably 
remain, and similar duties may be imposed upon the other 


*In the budget for 1921-22, in ordar to meeta large deficit, 
the general ad valorcm duty had to be raised to ll per cent. 
-except for certain articles of luxury, the duty on which was 
increased to 20 per cent. 
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articles mentioned above. In September 1919 the Govern- 
ment levied a duty of 15 per cent upon the export of raw 
hides and skins. This is satisfactory, but for reasons 
mentioned in an earlier chapter, it is difficult to approve 
of the decision to grant a rebate of 10 per cent, if the raw 
material is exported to any part of the British Hmpuire 
and tanned there. Onthe whole , the Customs revenue 


- may be expected to undergo a steady expansion. 


There can be no question of reducing the ordinary 
Income tax or the Super tax. The Excess Profits Duty 
has disappeared, but its place may be taken by death or 
inheritance duties. This policy will be in accordance 
with the principle of laying the burden of taxation upon 
shoulders best able to bear it, and it may be explained 
that the richer sections of the community in India as 
compared with those in the Western countries have, in 
the past, hardly borne their fair share of the total burden 
of taxation. The revenue from salt should not be expected 
to show any growth. On the other hand, it is desirable 
that it should decrease, for this will mean that the 
burden upon the poor man in respect of a necessity 
of life will be reduced. As regards the Opium revenue, 
it declined materially after the agreement with China 
in 1911, but improved considerably from 1916-17 on 
account of larger sales to the Straits Settlement in 
accordance with an agreement with its Government, 
and the replacemerit of Turkish opium by the Indian 
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- product for medicinal purposes in England. The sale 
to the Straits Settlement may be expected to continue, 
but it is doubtful whether the Indian opium will be able 
to hold its own against Turkish opium in the English, 
market. This is one of the many matters of trade in which 
- England can reciprocate towards India without any appreci- 
able loss to herself. On the whole, however, no increase 
under this head of revenue, can be expected. With regard 
to the interest receipts, they incréased immensely during 
the war on account of temporary investments of the 
Secretary of State’s inflated cash balances, and of large 
investments on behalf of the Paper Currency Reserve. 
But a large part of the surplus balances will be utilised 
for various purposes, and the interest derived from their 
investment will gradually diminish. On the other hand, 
the receipts from the investments of the Paper Currency 
Reserve, although declining temporarily, will ultimately 
recover, because, as explained before, the loss of the Reserve. 
_ resulting from the rise in the sterling value of the rupee 
will be made up in a few years, out of the gain from 
exchange. On the whole, therefore, this head of revenue 


may show some decline. 


Coming to the provincial heads of revenue, the land 
revenue will undergo only normal growth, and no con- 
siderable increase can be expected. Whether the land 
revenue is a rent as maintained by the Government, or a 
tax as asserted by some Indian economists, its burden 
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is already heavy enough in tracts under the Temporary 
Settlement, and it is not capable of any substantial 

increase. The tracts under the Permanent Settlement ~— 
are paying much less than they ought to do, but the Govern- 
ment cannot go back upon the Permanent Settlements 
shortsightedly made by Lord Cornwallis against the better 
judgment of Sir John Shore. Therevenue from Stamps 
. and Irrigation also will undergo a normal growth with the ~ 
economic progress of the country. The Excise revenue 
has increased considerably in recent years, but its reduction 
is desirable for the sake of the sobriety and health of the 
mass of the population. The Provincial Governments, 
however, can derive a large revenue in the near future 
from the development of their forest wealth, which has 


been almost neglected so far. 


Thus, on the whole, the total revenue of the country —— 
may be expected to expand steadily. But it is necessary 
to emphasise that the rate of expansion will be slow, and 
that therefore an increase in the expenditure in directions 
where it is urgently needed, will become possible only by 
cutting it down in other directions. 
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~ \ | 
Je Ys. CHAPTER  V. 
7a —__—__4__— 


‘The Difficulties and Problems of the Ways and Means of 
Goverament Finances. 


In the last chapter, the revenues of the Government 
of India, and its expenditure charged to the revenues 
were dealt with. Outside this revenue account, however, 
the Government has annually to make large disbursements 
im connection with several matters, such as various kinds 
-of capital outlay and discharge of debt, and to secure funds 
in diverse ways, such as by meansof) permanent) or tem=: 
porary borrowing, from the accumulated balances; and 
from the savings bank deposits, inorder to be able:to make 
the disbursements. The );Ways:>.and: Means) position: 
explains these receipts and disbursements.of the:Govern-; ~ 
ment outside the revenue account: The examination of) 
this position in this chapter, will'be' based. upon an.analysis: 
of the figures of its revised estimate! framed -a::month, 
before the end of each year and,given, mm, tables; 15,17;, 
because the actual fi Biiee are neither published, nor obtain-_ 
able in any other way.’ Regis: ; ise We ine 
in which they were met)! ‘are' blag out! cit ite ast?! elt! 
by the figures of the revised estimate; as'they ‘would have 
been, if the actual figures had’ Peen available, and™as this ° 
chapter is. concerned only with ah’ éxamination’ ‘of the» 
difficulties and their’ solution, the ‘differences’ that may 
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exist between the two sets of figures may be disregard — 
ed. For examining the forces and factors which - 
were at work during the period, and the difficulties caused 
by them, the war period may be divided into two parts, — 
the first extending over 1914-15 and 1915-16, and the 
second over the subsequent years, because the forces 
at work and the difficulties resulting therefrom, were > 
different during the two parts and different measures- 
had to be taken to meet the difficulties. During the first 
part, India suffered from the effects of the outbreak of the 
war. Those effects disappeared by the end of 1915-16, 
and new problems and considerations arose by that time. _ 
~ However, it should be noted that this division of the war- 
period is not meant to be hard and fast, because the factors, 
which became prominent during the second part of the 
period, had already begun to make themselves felt during 
the first part. But, as they exhibited little strength, 
and caused no appreciable difiiculties during the first ~ 
part, this twofold division of the war period does nos. — 
appear to be out of place. 


During the first part of the war period, two factors. 
vv. the loss of confidence in the financial soundness and 
stability of the Government of India, mainly on the part 
of the ignorant masses, and the acute depression in India’s 
export trade, were in operation, and the Ways and Means 
difficulties which they caused were the run upon the Postal 
Savings Banks, the Paper Currency Offices and the 
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“Treasuries, and the fall in exchange necessitating the sale of 
reverse Council drafts in Calcutta. The public confidence 
in financial institutions had been shaken by the failure 
-of a large number of Indian Joint-Stock Banks in 1913-14, 
-and the baseless rumours circulating in the bazaars about 


imaginary defeats of the Allied armies, together with the _ 


mischief wrought by the German cruiser the Emden in 


Indian waters for a few months till it was caught, which 


‘seemed to give colour to these absurd rumours, created 
a panic mainly among the ignorant masses, and they 
made a heavy run upon the Postal Savings Banks. For 
‘some months before the war, the deposits in these banks 
had been increasing under the stimulus of the new facilities 
granted by the Government which raised the limit on annual 
-deposits in these banks from Rs. 500 gross to Rs. 750 
net, and also the total amount that could be held by a 
depositor from Rs. 2,000 to Rs. 5,000, and at the beginning ~ 
of the war the total deposits in these banks amounted 
to Rs. 24.3 crores. But, the run was so heavy that 
during the months of August and September deposits 
amounting to Rs. 6 crores were withdrawn, and the 

amount withdrawn came to Rs. 10} crores by the end of © 
1914-15. There was a similar demand for rupees in return’ 
for currency notes, especially acute in Bombay. Ignorant 
people became eager to realise their assets, as they believed 
that the notes which they possessed would lose all their © 
value in a short time, and they made a serious run upon | 
the Paper Currency Offices and district treasuries with 
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the resultthat the active circulation of notes fell from 
Rs. 51.9 crores on Ist February 1914 to Rs. 45.1 crores on 
the same date in 1915. The run upon the Postal Savings. 
Banks was undoubtedly to a very large extent the result 
of panic, but it is difficult to agree with the view taken 
by the Finance Member that the run was wholly due to the 
panic. The reason is that owing to the acute depression 
in India’s export trade, the raw materials grown by the: 
agriculturists, who form 70 per cent of the entire popula- 
tion, could be sold only at low prices to middlemen, and 
those who were seriously affected by this fact, had to use 
up the small reserves that they had created in the Savings: 
banks, in order to maintain themselves and tide over the 
bad period. However, it must be admitted that by far the- 
larger amount of these withdrawals was the result of the- 


panic. 


The policy pursued by the Government in meeting these: 
two runs and restoring confidence was altogether praise— 
worthy. One of the practical maxims of banking is that 
the best means to allay a panic and stop the run upon 
a financial institution is to make full and prompt payments. 
in response to the demand. The Government did this 
with courage and promptitude, even increased the facilities 
for the encashment of notes, and met all the demands .- 
fully and promptly. This policy was eminently successful, 
the panic soon gave way to renewed confidence, the depo- 
sits in the savings banks and the active circulation of notes- 
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began to show a tendency towards an increase in the 
latter half of 1915-16, and by the beginning of 1916-17 
the conditions regarding these two matters became quite 
normal and stable. During the second part of the war 
period, the note circulation increased so rapidly as to 
become a source of danger, and although the deposits in 
the Postal Savings Banks increased slowly, this was not due 
_to any want of confidence, but to the fact that the issue 
of postal cash certificates in connection with the war 
loans proved a superior attraction, and appropriated 
those savings which othersise would have increased the 
deposits of the Postal Savings banks. There was no reason 
to regret this, as it was advantageous to the Government 
of India to have deposits, which were practically at call, 
transferred to more permanent indebtedness. The 
following figures show the position of the deposits since 
1914. It will be noticed that their level on March 31st 
1919 was still 19 per cent below that on the same date 
in 1914. 

Deposits in Post Office Savings Banks in Crores of Rupees. 

3lst. March 1914 23.17 


Ist. August 1914 24.5 
3ist. March 1915 14,89 


a 1916 15.32 
7 1917 16.60 
ép 1918 16.59 


sf 1919 18.83 aie 
- Table 18... 
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The runs upon the Savings banks, and Currency Offices 
were successfully met, but this required large funds. The 
run upon the Savings banks was equivalant to a run on 
the Government Treasury balances, Since these deposits 
are unfunded and treated as a part of the Government 
balances. Moreover, although war disbursements by 
the Government of India on behalf of the Home Govern- 
ment became a prominent factor only during the second 
part of the war period, these disbursements to a much 
smaller extent had to be made during the first part also. 
The result was that the treasury balances of the Government 
of India began to be depleted. The Government therefore 
had to borrow £ seven million from that part of the Gold 
Standard Reserve which was held in India, and which 
had become swollen through the sale of reverse Council 
Bills. This sale arose from the fall in the exchange, 
which resulted from the depression in India’s export trade, 
which was specially acute during the first months of the war. 
To support the exchange the Secretary of State had to dis- 
continue the sale of Council drafts, and the Government 
of India had to sell reverse Council drafts in Calcutta, to 
the extent of £ 8.7 million by the end of 1914-15” The 
sums received in India from the sale, were credited to that 
part of the Gold Standard Reserve which was held there, 
_-as they were withdrawn from the part held in England 
to cash the Bills. Owing to the discontinuance of his 
sale of Bills, the Secretary of State was unable to obtain 
the funds sufficient to meet his Home Charges. He obtained 
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a substantial sum from the Home Government im 
the form of the recovery of an equivalent sum disbursed 
by the Government in India on behalf of the Home Govern- 
ment in the purchase of war material, but this sum did not 
make up the deficiency caused by the stoppage of the 
sale of Council Bills. He therefore raised a temporary 
debt of £7 million by floating India Bills in lieu of the 
addition of £ 4.5 million to the permanent debt, which 
the budget for 1914-15 had provided and in addition 
increased his borrowing through the Railway Companies 
by £2.6 million. The export trade, however, began to re- 
cover in 1915-16, the weakness in exchange disappeared, 
the sale of Council drafts was resumed, by the beginning 
of 1916-17 the export trade recovered more than the 
import trade, and during the second part of the war period 
the demand for Council drafts became so great that the 
Secretary of State could not satisfy it fully. Thus by the 
beginning of 1916-1917 the eflects of the outbreak of the war 
and the Ways and Means difficulties resulting therefrom 
had disappeared, new problems arose, new difficulties con- 
fronted the Government of India, and new solutions were 
required. We shall therefore now turn to the second 
part of the period. 


The Ways and Means problem has always been a 
double one. The Government has to provide not merely 
that its total resources in England and India together: 

are sufficient to meet the call upon them, but also that 
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the funds are where they are required, ¢ ¢. are properly 
distributed between England and India. One of these 
two sides of the problem has been much more important 
than the other. Thus, before the war the usual difficulty 
was to obiain sufficient total funds to meet productive 
capital expenditure, and there was generally no difficulty 
regarding their distribution, for trade demands could 
be depended upon for being more than enough to take 
up the Council Bills by which funds were remitted to 
England. Each year the Secretary of State required funds 
to meet his Home Charges, for the purchase of silver and 
railway and public works material, and for the invest- 
ments in London on behalf of the Paper Currency and Gold 
Standard Reserves. These funds used to be transferred 
from India to England by means of the Council drafts. 
which were sold by the Secretay of State and cashed by 
the Government in India. The normal favourable trade 
balance of India 2. ¢. the excess of the exports over the 
imports was thus made good partly by the mechanism 
of Council bill drawings, and partly by the import of the 
precious metals by private agency. The Government 
had thusto depend for the transfer of necessary funds from — 
India to England upon the sale of Council drafts, which,. 
together with the private import of the precious metals, 
used to satisfy fully the remitttance demands of trade. 


During the second part of the war period, however, the — 
first aspect of the Ways and Means problem, namely, the 
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sufficiency of the tota] resources, ceased to be important. 
Firstly, it is true that it became at first difficult and then 
impossible to borrow in London. In the first financial 
year of the war, it became possible to meet the initial Ways. 
and Means difficulties by borrowing £ 10.9 million in 
London, although the budget had provided for £ 5.9 
million only. But in the next year the actual borrowing 
fell to £.3 million as against the £ 61 million which the 
budget had taken into account, while from 1916-17 it 
became impossible to borrow at all, because it was consi- 
dered necessary not to draw upon the resources of the 
London money market, so as to conserve them for the 
purpose of the prosecution of the war. On the contrary, 
the Government of India discharged the temporary debt 
raised in London in the early part of the war period and 
lent large sums to the Home Government by means of 
investments in British Treasury Bills. Secondly, it is true 
that, although large sums were borrowed in India in 1917-18. 
and 1918-19 they were not available for capital expendi- 
ture, as they were used for the partial liquidation of the 
war gift of £ 100 million to the Home Government. How- 
ever, these considerations were not important, because: 
during the war, as shown in table 15, the capital expendi- 
ture on productive works was considerably reduced in 
view of the necessity of refraining from undertaking 
financial responsibilities which were not urgent, while 


the war was in progress. 
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It should be noted that the provision for capital outlay 
on railways and irrigation declined progressively through- 
out the period, except in the case of railways in 1919-90, 
‘and that the actual outlay was invariably less than the 
‘provision made for it. The difficulties of importing rail- 
| way material from the United Kingdom increased with the : 
progress of the war, and so did the prices of whatever 
could be imported. Larger allotments for railway capital 
‘expenditure could hardly have been profitably utilised 
~ under such conditions, even if they had been permitted by 


the financial situation, and therefore it appears that the — 


reductions made on account of financial considerations had - 
no material efiect. The outlay therefore was confined 
to that work on lines open or under construction, 
which could not be postponed until the advent of peace, 
without serious loss or inconvenience, and the con- 
struction of new lines was not commenced unless it was 
immediately essential. In 1919-20 a very large provision, 
amounting to £ 17.7 million, was made, far in excess of the 
largest programme (£.12 million) ever previously under- 
taken, and also of the maximum programme recommended 
‘by the Mackay Committee, vz £12} million. This was 
in addition to the provision of £6} millions in the rail. 
way revenue budget, for outlay on renewals. . The actual 
-outlay, however, amounted to £73 million less, on account 
of the continuing shortage of railway material in England 
“and its high price. With regard to irrigation, the reduction 
in capital outlay was very serious, considering the fact 
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that m 1913 only 19 per cent of the total cropped area of. 
the country was irrigated, 8.2 per cent from canals, 5.6 
per cent from wells, and 2.5 percent from tanks, although, 
famines visited the country periodically with disastrous 
_ effects, the last famine spreading over the land in 1918-19. 
The provision of a small sum of less than £} million for this 
purpose, even after the termination of the hostilities was. 
in sharp contrast to the provision of the above mentioned 
huge sum forthe railway programme. The reasons given 
for this reduction were, the completion of the big schemes, 
the deputation of engineers on millitary service, and the 
difficulty of importing cement from akroad, and the 
utilisation of the quantities produced in the country 
for millitary purposes. In the matter of the construction 
of Delhi, the outlay was reduced to a bare working 
minimum, just sufficient to carry on the work already 
_in progress, and so to prevent the deterioration of 
material and the dismissal of establishments. 


During the second part of the war period, the second 
aspect of the Ways and Means problem, wz. the proper - 
distribution of the available resources between India 
and England, became most important. With the pro- 
gress of the war, the Government had to disburse in India 
larger and larger sums mainly on behalf of the Home 
Government and secondarily on hehalf of the Australian 
and East African Governments in connection with the 
purchase of war material, raw and partially and fully - 
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mantiactured, and the prosecution of military operations — 
in Egypt, Palestine, Mesopotamia and German Kast 
Altica. 


War Disbursements in India on behalf of the Home, 
Australian and East African Governments in £ million. 


Budget Revised. 


1914-15 Be 0 eae 8.8 
1915-16 daci cae, of Qs 
IGtieee a 18 6 eee 
-ioe ., .. 80.0 Soames 
1918-19 ft. = 4.1..,18. 2 
1919-20 eet. 7 36.4 

Table 19. 


These figures show how the war disbursements in 
India grew larger until in 1918-19 they nearly equalled 
the total revenues of the Central Government in India. It 
naturally became very difficult for it to find funds to make 
these enormous disbursements. These sums were recovered 
by the Secretary of State in Lon ion. and far excreded 


his financial requirements. His Home Charges continued 


normal, his purchase of railway and public works material 


was reduced on account’ of the reduction of the productive 
capital expend'ture. His purchase of silver increased, 
but owing to the high price of, and keen competion for 
silver, it was much less than was necessary. The war 


expenditure in India against corresponding recoveries. =? 
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by the Secretary of State in London operated, 6o far 
as he and the Government of India were concerned, in the 
_ Same manner as the sale of Council drafts, and removed 
their pre-war dependence upon it for the remittance of 
the necessary funds from Indiato England. It, therefore, 
became uprnecessary for the Secretary of State to sell 
Council drafts, while the shortage of funds in India 
for encashing them, rendered it desirable that their sale 
should be cut down as much as possible. But, the war 
disbursements in India against the recoveries in London, 
while operating in the same way as the sale of Council 
drafts from the point of view of the Secretary of State 
and the Government of India, did not, like the system 
of Council bill drawings, meet the demands of trade in 


respect of private remittances to India. Moreover, while . 
the ability of the Government of India to meet the trade 


demands for Council drafts became less on account of the 
depletion of its treasury balances by the war disbursements, 
the demands increased. Under the war conditions, India’s 
exports became larger as compared with the level to which 
they fell during the first year of the war, because they 
were urgently needed for the prosecution of the war, 
while-the same conditions prevented any considerable’ 
recovery on the part of the imports, on account of the 
concentration of the Western manufacturing countries upon 
the war and the scarcity of freight. The result was that 
the favourable baiance of trade i.c. the excess of the exports 
over the imports increased. Of the three pre-war methods 
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of meeting this balance, the import of an appreciable quanti- 
ty of gold was considered impossible on account of the 
supposed necessity of conserving the central gold resources: 
ef the Empire, while the Government of India prohibited 
the import of silver on private account in order to check 
private competition for it with the Secretary of State, 
who in spite of ths measure found silver, on account of 
its high price and the general keen competition for it, 
increasingly difficult to obtain. The Government of the 
U.8. A. also from September 1917 forbade the export of 
gold and silver without a special license. It is therefore 
easy to understand why the demand for Council drafts. 
to meet the growing favourable trade balance increased. 


‘The Government of India endeavoured to contract the: 
exports by restricting and prohibiting those exports which: 
were not urgently needed for war purposes and it did this. 
by controllmg the operations of the Exchange Banks in 
connection with the financing of the export trade, which 
consequently suffered to a considerable extent. But it 
was impossible to restrict the exports necessary for war 
operations, and consequently a certain amount of Couneil 
Bills had to be sold in London and cashed in India every 
year. The following figures show that the amount was: 
large, yet it fell short of the demand, generated’ and 
increased -exchange difficult es, and further restricted 
India’s export trade. 


es 


The Sale of Council drafts in London in £ million. 


Budget. Actual 


1914-15 e wo eee (ea 
1915-16 a - Tat 20.3 
1916-17 = ei 3.9 33.0 
1917-18 a, .. No Provi- 34.9 
sion 
1918-19 a ae Rae sa. 0 
1919-20 re ee Den ra) Bats 
Table 20s 


In the budgets for the first three years, the Finance 
Member was able to make some specific provision for the 
cashing of Council Bills, which, however, was much exceed- 
ed. But in 1917-18 and 1918-19, he was unable to make 
any definite provision for the purpose, and had to trust 
to securing additional funds by some mgans or other. Yet 
the actual cashing of Council Bills came to large sums, but 
it fell short of the demand. This restriction on India’s export 
trade was one of the numerous war sacrifices made by India. 
There was a tendency in the other parts of the Empire to 
ignore India’s many indirect sacrifices and to look to her 
direct war contributions only. It is therefore pleasing to 
find that the Viceroy andthe Finance: Member emphasised 
the point that the trade restrictions and exchange dif_i- 
culties resulted from an essential service which India 
rendered to the Empire in financing war expenditure 
abroad, and so assisting in securing the United Kingdom’s 
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exchange position, and that the acute inconveniences 
resulting therefrom, should be considered and readily 
accepted as a war sacrifice, which India made for the 


Empire. 


Considering the figures of Tables 19 and 20 together, 
one realises how enormous became the total disbursements. . 
made by the Government of India, the corresponding 
amounts of which were obtained by the Secretary of State 
in London. Further, these tables bring out the fact that 
the budget anticipations and provisions during the second 
part of the war period with regard to the remittances 
to England, the war disbursements and the Council bill 
drawings became merely formal and nominal. The Finance 
Member was very uncertain as to how things would turn 
out, and gave only tentative estimates based upon the 
incomplete and imperfect data available. His calcu- 
lations with regard to the Council bill drawings and the 
remittances were surpassed, and the war disbursements 
on behalf of the Home Government were made as the 
need for them arose. 


The Government of India managed to make the war 
disbursements and to pay the Council bills, the total 
amount of which far exceeded the revenues of the Central 
Government in 1917-18 and the subsquent two -years, 
besides meeting its own expenditure, by developing a 
number of resources, some praiseworthy, others. 
open to objection. The resources of the Provincial 


Governments were available only for meeting their own 
expenditure, so that the resources of the Central 
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- Government only could be used for making the total dis- 
bursements. (1) The Central and Provincial surpluses 
amounting together to the large sums of £9.9 and 10.1 
million in 1916-17 and 1917-18 proved very useful. 
The Provincial surpluses must here be taken into account, 
because, being added to the balances of the Central Govern- 
ment, they became a central resource until the return of 
peace, when they were to be drawn upon by the Provincial 
Governments for accelerating progress inimportant matters. 
But it was not a very sound principle to take these large 
sums permanently from the pockets of the tax payers, 
especially when they were seriously affected by the war, to 
meet temporary Ways and Means difficulties. From the — 
currency point of view, however, as tending to check infla- 
tion, this resource was beneficial. (2) The war loans 
of 1917-18 and 1918-19 including the cash certificates 
brought in £34.5 and £37.1 million respectively, and 
although the sums were paid to the Home Government in 
part liquidation of the war gift of £100 million, the Govern- 
ment of India obtained their use in India, and the payments 
to the Home Government were made by the Secretary 
of State in England. The proceeds of the loan of 1919-20 
also proved very useful to the Government in meeting 
its heavy liabilities. The actual proceeds considerably 
exceeded the budget estimate, in spite of the facts that 
n 1917 and 1918 the Government had dipped heavily 
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into the pockets of the investing public, that no attempt 
was made to repeat the special propaganda associated 
with the two war loans, and that a very large number 
of new company issues competed with the Government . 
loan operations. This was a very valuable and entirely 
praiseworthy resource for three reasons. Firstly, the 
difficulty mentioned above, of securing to Indian 
agriculturalists the payment for their excess of exports 
could be avoided in so far as they were prepared to give 
credit for the amount due to them instead of insisting on 
immediate payments in kind or cash, and the war loans 
were in effect the grant of this credit. Secondly, the 
subscriptions to the war loans checked the large absorption 
of currency by the rural districts brought about by the 
contraction of the imports. Before the war, every year the 
rupees and notes of the commercial centres were distributed 
in the rural districts during the busy agricultural season 
for the purchase of raw materials and foodstuffs for 
export, and during the rest of the year a large part of 
the currency returned to the commercial centres: for the 
purchase of the imported articles consumed by the rural 
districts. But during the war the improvement in the value 
of the exports augmented the outward flow of currency 
from the commercial centres, while the contraction of 
_ the imports checked the inward flow. The absorption 
of currency by the agricultural districts therefore increased 
and it became difficult for the Government to provide 
continually large quantities of fresh currency for 
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distribution among the rural districts for the pur- 
chase of raw- materials for export. The war 
loans, however, in so far as they were subscribed 
to by the agricultural districts, checked the absorption 
of currency, by returning a part of the absorbed currency 
to the commercial centres, and thus relieved to some 
extent the need of the Government for fresh currency. 
Third, the loans not merely stimulated thrift and saving, 
but also checked the wasteful hoarding habit for which 
the Indian cultivator is more notorious in the West than 
he really deserves to be according to the facts of the case. 
It is true that the proceeds of the war loans were used 
_ for unproductive war purposes and not for any beneficent 
productive expenditure, but they proved useful for the 
promotion of the habits of saving and investment, which 
are being turned into productive channels with the return 
of peace. For these three reasons it was unfortunate 
that the Government did not develop this valuable resource 
earlier than in 1917-18. The Fimance Member was 
urged in 1915-16 and especially in 1916-17 by some Indian 
economists and industrial leaders to make use of this 
resource, but he was doubtful of its success on the ground 
of the difficulties created by the war. He, no doubt, 
floated rupee loans in India in these two years, but this was 
done in accordance with the pre-war system of giving 
facilities to and obtaining some money from the leading 
“banks and financial houses only, and was unaccompanied 
_ bythe campaign of wide publicity all over the country, the 
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grant of extensive facilities to suit ‘the conveniences 
of large and small and industrial and agricultural 


_ ae 


investors, the strong appeal to. their patriotism, 
the creation of a special ane extensive machinery 
to deal with the matter, and the strenuous 
efforts of all the district officials in this connection, 
which were the marked features of the war loans of the 
subsequent two years, and which alone brought about 
their marvellous success. The doubts of the Finance 
Member in 1915-16 may be excused, because in the first 
half of that year India’s recovery from the effects of the 
outbreak of the war was not substantial. But it is difficult 
to appreciate his doubts in 1916-17, because India’s export 
trade had already revivedg and owing to the reduction of 
; imports, more money was available for investment, only 
if judicious means had been employed for securing it. 


(3) Another resource used by the “Government. of 
India for making disbursements was the issue of short-term 
Treasury Bills from 1917-18 maturing in 3, 6, 9 and 12 
months. These were meant o secure the floating 
money, which was available for short periods, especially 
during the slack season, and which therefore could not 
easily be invested in the war loans. These bills brought 
in £30 million in 1917-18, but in 1819-19 their discharge 
in excess. of their issue amounted to £10.7 million. This 
was probably due to the great success of the war‘loan - 
in 1917-18 and especially to its success in the next year. 
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‘The iE ling terruath loan did not compete with the Treasury 
bills for the floating money in the country, but the War 
Bonds maturing in two or three years, to some extent, 
did compete with them. That part of the floating money 
which was less liquid, was. invested in the War Bonds, 
and therefore less was available for investment in Treasury 
Bills. In 1919-20, owing to the heavy cost of the Afghan 
War and the frontier operations, the Government had 
to fall back upon this resource, and could not carry out 
the net discharge of £8 million which the budget had 

contemplated. 


(4) The Government of India obtained large funds 
from the expans'on of the paper currency. 


, The Paper Currency incrores of Rupees. 


Total Circulation Active circula< 


tion. 
* 1914 ist February 63.9 "51.9 
a 1915 i, P6088 45.1 
1916 ‘ 2 62.4 54.1 
1917 a 84.4 67.9 

1918 ee 104.8 82.1 
- 1919 31st "March ened 8 23,545. 134.0 
1920 a .. 174.0 154.0 

Table 21. 


N.B. 
- th® notes in the Reserve Treasuries and the headquarter 
_ Offices of the Presidency Banks. 


*) 
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This expansion of the paper currency proved very 
useful to the Government in its disbursements and was 


satisfactory so long as it could be freely converted into 


rupees at its face value, because it economised the use — 
of silver for currency purposes. But, when the healthy ~ 


expansion was transformed into a harmful inflation, 
making the conversion of notes into rupees difficult without 
an appreciable discount in the rural districts, and when 
the expansion was secured only by continually diminishing 
the metallic portion of the Paper Currency Reserve and 
increasing the portion invested in the ‘British Treasury 
Bills, and at last by investing a part of it n the Treasury 
Bills of the Government of India itself, specially created 
for the purpose, the expansion became an undesirable 


feature of India’s war finance. 


(5) Another resource for the disbursements was the 
coinage of the silver remitted by the Secretary of State, 
and by the Government of the U.S. A. under a special 
agreement. That this proved to be a substantial resource 
is seen from the fact that the remittances of silver came to 
£19.5, 13.38, 56.3 and 22.7 million in 1916-17 and the three 
subsequent years respectively. The further expansion of 
this resource would have been desirable, because it would 
have enabled the Government to reduce its dependence 


upon the other unsatisfactory resources, and therefore 
- it was unfortunate that the Secretary of State could not 


purchase and remit more silver than he did, on account of 
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the great demand for it and its consequent high prices. 
However, this resource would have been much less than. 
it was, had it not been for the fact that in accordance: 
with an agreement reached with the U. 8. A. Government 
by a special mission, the Congress passed the’ Pittman 
Act,- which allowed large quantities of silver dollars held 
by the Government in its treasury to be sold and sent 
to India. 


(6) In 1916-17 a part of the Council drafts was 
paid from the Gold Standard Reserve in India and this 


was an additional assistance to the Treasury balances 
in India. 


(7) The sale.of reverse Council drafts in India in. 
1918-19 to support the exchange, which for a short time 
showed a tendency towards a fall, and in 1919-20 in the 
exceptional circumstances discussed later, also aided 
the balances in India. 


While the Government of India had to make larger and _ 
larger payments in India, the Secretary of State obtained 
larger and larger payments. The problem for the Govern- 
ment in India was how to obtain funds to make disburse- 
ments, that for the Secretary of State was how to disburse 
the funds obtained. He secured large funds from the reco- 
veries, chiefly from the Home Government, of the war dis- 
bursements made on its behalf in India and from the Council 
drafts, which had to be sold in response to the demands. 
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-of trade, although the sale became unnecessary so far as his 
requirements for the Home Charges and the capital expendi- 
ture were concerned. He therefore used the surplus of the 
funds in his hands over his requirements in assisting the 
Government of India, as far as he could, in its difficult task 
of making disbursements, and at the same time in assist- 
ing the Home Government in the prosecution of the war.* 
It has been explained above that the Government of India 
acquired a number of resources for its disbursements, 
and what the Secretary of State did with his surplus funds 
was to help it in acquiring them 7.e. his part in England 
was complementary to that played by the Government 
in India. (1) and (2) Against. the surpluses of revenues 
obtained by the Government of India in 1916-17 
and 1917-18 andthe issue of the Indian Treasury Bills 
in 1917-18, the Secretary of State invested £20 million in 
British Treasury Bills to provide for various liabilities, 
which would have to be met by the Government of India 
on the return of peace. (3) While the Government of 
India obtained the use of large funds in the Shape of the 
proceeds of the war loans floated for the purpose of assist - 
ing the Home Government in the conduct of the war, 
the Secretary of State made the corresponding sterling 
* It is not formally quite correct to say that the Secretary of 
State assisted either Government, although the word brings out 
best the part played by him, because he controls the one, and is a 
member of the other. Technically it would be more correct to 


say that he (a) played his part in connection with Indian finance, 
and (b) applied his resources towards the prosecution of the war. 


203 


payments to the Home Government. (4) The Govern- 
ment of India could not issue currency notes without the 
backing of some sort of reserve. This reserve was supplied 
by the Secretary of State in the form of investments in 
the Home Treasury Bills. (5) He purchased and remitt- 
ed to India as much silver as he could, so as to replenish 
the Government of India’s stock of rupees, which was 
being continually depleted. (6) He added to the Gold 
Standard Reserve in London the amount, which 
the Government withdrew from the Reserve in India 
in 1916-17 for paying the Council Bills. (7) He paid 
the reverse Council drafts sold in India in 1918-19, and 
the succeeding year. ; 


Side by side with this important part played by the 
Secretary of State in connection with India’s war finance 
he gave valuable help to the Home Government in the _ 
prosecution of the war, firstly by discharging in 1915-16 — 
and 1916-17 the temporary war debt raised in London — 
in 1914-15, and by leaving the London loan market free 
to the Home Government by not indenting upon it any 
more, and secondly by lending large sums to the Home 
Government by means of investments in the British 
Treasury Bills, amounting to £ 67 million in 1918-19. 
Thus, a large part of the sums disbursed by the Government 
of India on behalf of the Home Government, and recovered. 
from it, was lent back to it, and therfore, practically speak- 
ing, during the war period a large part of the sums 
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disbursed by the Government of India for the Home 
Government was immediately as well as _ ultimately 
provided by the former. This was therefore one of the 
numerous services and sacrifices rendered by India in the 
cause of victory. It is true that this investment in the 
British Treasury Bulls was not an out and out gift, like 
those of £ 100 million in 1917-18 and£ 45 million in 1918-19, 
and that the amount could be realised, when the financial 
position of the Home Government regained its stability 
after the return of peace—a part of it being actually 
realised in 1919-20—but it should be remembered that 
these war disbursements and investments were made 
only at the cost of serious trade restrictions and 
financial strain. 


We may now proceed to examine the problem of the 
cash balances in India and England. Current expenditure 
on the revenue and capital accounts of the Government 
of India and the Provincial Governments, and also the 
expenditure of the local boardsand municipalities, which 
keep their accounts with the Government, are met out of 
the balances in India, which include the deposits in the « 
Postal Savings Banks. The expenditure incurred by the 
Secretary of State in England on behalf of the Goverment 
of India is met from the balances in London. Beforethe 
war, after a careful weighing of the annual financial require- 
ments in India and England to be met from the cash 
balances, the Government declared that normally it was 
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unnecessary to close one financial year and begin another 
with'more than £ 12.3 and 4 million of cash balances in 
India and England respectively and that in framing the 
annual budget, its policy would be to endeavour not to 
exceed these normal figures. However, the following 
figures show that the Government did not follow its own 
declared policy, for during the twelve years from 1908 
to 1919, the closing balances exceeded the normal figures 
every year. 


The Closing Cash Balances in India & England 
in £ million. 


Increase 4-or decrease—per cent over normal figures. 
India England Total. India Engiand Total. 


$1 Mar. 1908 iW? 4.6 17.4 +5% +25% +10% 
1909 10.2 8.0 1822 —19 + 100 +10 
2» 1910 ips: 12.8 Deal — 3 +225 +53 
» 1911 1326 16.7 30.3 + 5 +325 +84 
es 1912 1223 18.4 30.7 — 3 +350 +84 
ry 19138 19.3 8.8 28.1 +54 +125 +71 
- 1914 15.6 824 Ook +3 +100 +47 
Be 1915 14.8 7.9 PAS +22 +100 +414 
22 1916 12.0 7.0 19.0 — 3 + 75 +16... 
2 1917 ees 5.4 20.7 4-22, . + 25 +- 22 
» 1918 UAB 10.6 25.9 +22 +175 +59 
9 1919 iW epes 14.7 BpAdd, +38 +125 +59 
Table No. 22, 


This continuous excess of the elosing balances over the 
declared normal figures was the outcome, firstly of the large 
surplus of revenues resulting from their under-estimation, 
and secondly of the under-spending on capital account, 
not with any intention of achieving economy, but simply 
on account of the inability to spend. Most of this under- 
spending occurred in connection with the railway pro- 
grammes. Every year alarge budget provision was made 
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for carrying them out, large sums were borrowed, and when 
it was frequently found that the budget provision could not 
be fully utilised with profit and wisdom, the surplus went 
to swell the cash balances. Table 15 shows that this 
underspending continued during the war period, although 
toa much smaller extent. It will be seen that the ba- 
lances in England sinned much more than those in India 
against the declared policy. The balances of the four 
years 1910 to 1913 were specially high, and gave rise to 
much adverse ciriticism. Consequently the Chamberlain 
Commission of 1913 among other matters, was asked to 
enquire into the location and management of the cash 
balances. The Commission came to the conclusion that 
the question of high closing balances was chiefly one of the 
estimation of the revenues, and admitted that cautious 
estimating was being carried further than was necessary. 
' With regard to the balances in London, the Commission 
expressed the opinion that the India Office was open to the 
charge of being over-cautious in the renewal of debt. 


During the war the maintenance of high balances 
against the declared intentions continued, and the war 
afforded better opportunities to the Finance Member for 
defending his action. During the first part of the war 
period, he maintained that the high balances were nece- 
ssary, because they had to be widely dispersed in order to: 
_ keep the treasuries and the savings banks well supplied 
- with funds so as to enable them to meet the claims of 
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depositors or the demands for the encashment of currency 
notes without delay. During the second part, he defended 
the maintenance of the’ high balances on the ground that 
large war disbursements had to be made on behalf of the 
Home Government, and that the Government of India - 
had ultimately to make good the sums which it had derived 
from the liquidation of enemy firms, and the employment 
of enemy vessels, and which it was temporarily using. 
Now, it was explained before, that these difficulties existed _ 
in India, and that resources were required to meet them 
in India; therefore these reasons cannot justify the main- 
tenance of balances at a high level in England. Moreover, 
it is hard to know why the sums derived from the liquida- 
tion of the enemy firms and the employment of enemy ves- 
sels were not set aside from the high balances in England, 
where the Secretary of State had no Ways and Means 
difficulties. The Finance Member did not explain, why 
this was not done till 1919-20. As to the high balances 
in India, it must be admittedthat the Ways and Means 
difficulties were real. But it has already been pointed out 
that the Government should have relied more than it did 
for meeting the temporary Ways and Means difficulties 
upon the temporary method of borrowing. Although the 
Chamberlain Commission in 1913 drew attention to the 
necessity of democratising the methods of borrowing, 
by the creation of new forms of securities and the extension 
of facilities, and made valuable practical suggestions, 
nothing was done till. the middle of 1917. Moreover, 
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the Ways and Means difficulties should have been met to 
a larger extent by a larger import of gold than was actually 
done. In this connection the following figures are useful:— 


The net import of goldduring the war in £ milfion.* 


Us saa 200 
Spain 70 
Holland 43 
Denmark, 


Norway, & 
Sweden, 30 


Switzerland 10 
AS India 26 
Japan and 
Argentina 57 Table 23. 


These figures show that while the other countries 
with a total population of 170 million imported gold worth 
£460 million during the war, India, with a population 
nearly twice as large, had to be content with the import of 
gold worth £ 26 million only. Further, even granting the 
necessity of conserving the gold resources of the Empire 
for war purposes, it should be remembered that gold was 
wanted in India for the purchase of material essential for 
the prosecution of the war, and that therefore larger 
imports of gold would have quite accorded with the policy 


* Swiss Bank Corporation’s Financial and Commercial Review 
for 1919. 
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of utilismg the gold resources of the Empire for war 
purposes. If this had been done, the demand for silver 
and the rise in its price would have been checked, and the 
Secretary of State’s difficulties with regard to the purchase 
of silver would have been less embarrassing. Private 
import of gold might not have been quite desirable, but 
the Secretary of State with a part of the immense funds 
accumulating with him, could probably have remitted, 
without much difficulty, appreciable quantities of gold 
to the Government of India. | 


Coming to the location and the management of the 
cash balances and the loans from them to the Presidency 
Banks, one finds that the war forced the Government to 
alter its out-of-date policy in these matters, and to bring 
it more into harmony with the necessities of the time. To 
understand this it is necessary to go a little into history. 
In 1866 agreements were made with the Presidency Banks, 
by which a considerable portion of the balances was kept 
with them, and the remainder was kept in the district 
and sub-district treasuries. But in 1874 the Bank of 
Bombay was unable to let the Government draw upon its 
own balances kept with it, for the purchase of rice in Burma 
to relieve the scarcity in Bengal. This was due to the 
facts that the Bank had discounted a large number of bills, 
and that its capital as compared with the Government 
deposits in it was insufficient. The Government therefore 
decided in 1876 to keep only a small proportion of the 
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balances in the Presidency Banks. Of the remainder, 
that part, which was not held in the district and sub-district 
treasuries, was to be held in three reserve treasuries created 
for the purpose, as an independent reserve to be utilised 
in times of financial stress. The Secretary of State and 
the Government of India concurred in the view that arti- 
ficial facilities to trade resulting from keeping large 
Government balances with the Presidency Banks were 
dangerous, and that capital supplied by the Government 
and not consisting of the people’s savings was a resource, 
whose permanence could not be depended upon, but which 
led traders into dangerous transactions. The policy of the 
Government, therefore, inaugurated in 1876 and continued 
till the beginning of the war, was to keep only a small 


part of the balances with the Presidency Banks, and of the — 


remainder to keep what was not required by the district 
and sub-district treasuries in the Reserve treasuries. 


The Government of India thus maintained an indepen- 
dent treasury system, and with the exception of the U.S.A., 
was the only one among the promiment countries of the 
world to do so. Then, as regards temporary loans to the 
Presidency Banks from the cash balances, the Secretary 
of State decided that these loans should be granted only 
when the monetary stringency was specially acute, and to 
secure this, the loans were not to be made at a rate of 
interest below the current bank rate. The reasons given 
for this decision were that the trade should depend upon 
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its own resources, and that systematic loans from the 
balances during the busy season would reduce them below 
the minimum consistent with safety. The result was that 
in Spite of the annual monetary stringency during the 
‘busy season, the Presidency Banks were generally unwilling 
‘to borrow from the Government at their bank rate, because 
they could not have obtained any remuneration from the 
work and risk involved in using the funds borrowed from 


the Government. 


During the decade préceding the outbreak of the 
war, owing to the expansion of trade, the stringency in the 
money market during the busy agricultural season began 
‘to be felt more acutely than before, and this handicapped 
‘the trade expansion. The commercial community there- 
fore endeavoured to induce the Government to increase 
‘its balances with the Presidency Banks, and to lend to them 
from the other balances during the period of the stringency 
at a rate lower than the bank rate. By this time, the 
-old reasons for the strict policy in respect of the manage- 
ment of the cash balances had disappeared, and fresh 
-considerations had arisen. Since 1876 the financial strength 
-of the Presidency Banks had immensely increased, and 
‘the proportion of the Government to the private deposits 
-was far less at that time than in 1876. ‘Therefore, there 
‘was little fear that the Banks would not be able to pay 
the loans whenever required back by the Government. 
Again, it may be noted that the argument that trade should 
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not depend upon the Government balances, though valid’ 
in countries in which the movements of trade are on the 
whole spread evenly through the year, could not be upheld’ 
owing to the peculiarities of the situation in India. 
As her exports consisted almost wholly of raw materials, 
large funds were required during the harvest season for: 
financing the exports, but it was during this time that 
large revenue payments were made, and that large amounts: 
ofthe currency of the country were locked up in the Govern 

ment independent treasuries, from which the disburse: 

ments were slack during this season, and became brisk 
when the agricultural season was over, and the money 
market having become easy, additional funds were not 
required. Moreover, the demands of the commercial com- 
- munity were most moderate. The suggestions were that: 
loans should be made only during the period of the: 
stringency at the absolute discretion of the Government, 
on first class security, from the unemployed balances: 
in India, and from the funds, which had ultimately to- 
be remitted to the Secretary of State, but which might 
be retained in India for a time. What the commercial’ 
community could not understand was the fact that, while: 
the stringency in the money market was acute, the bank 
rate’ being as high as 9 per cent, and the Government 
of India declined to render any assistance, the Secretary 
of State lent large sums from his balances to financial 
houses in London at 3 per cent. The Government of India 


‘was on the whole, rather inclined to favour these proposals. 
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of the commercial community, but the Secretary of State 
could not be persuaded and negatived them by repeating 
the old arguments. 


What the insistent clamours of the commercial 
classes could not achieve, was secured to them by the 
War. 


Cash Balances in India in Crores of rupees. 


District and Head offices Branches. Reserve Total. 
-31lst March Sub-District of the Presi- Treasuries. 
Treasuries. dency Banks. 
Pre-war Average 


(1910-14) 240 FA 3052108 59% ~ 25811389, 760tsbeG ie OO 
1915 10.17 DSW 33.883 6.05 PAD ANY! 
1916 8.52 Dats 3.76 3.59 18.02 
1917 8.26 5.95 4.17 4.56 22.94 
1918 TAG 9.55 Be 40 2.47 22.99 
1919 7 25-28% tL-81.45% 3.33:138% 32582149. 250n09.100% 
“War average 

oe, Sion so tee 0.4229 8. oe -16% 4, a Se Aeean es Ui cea LOGIE 
1920 TH 13.66 32 : 26.47 


Table 24. 


It is thus seen that, while the proportion of the balances 
kept in the district and sub-district treasuries declined 
appreciably, and that of the balances in the Reserve trea- 
suries was reduced considerably, the proportion of the 
balances kept with the head offices of the Presidency Banks 
increased immensely, Thus the lock-up of the funds in 
the reserve and other treasuries was largely avoided, and 
balances were kept with the Presidency Banks at all times 
considerably, and at certain times far, in excess of those 
maintained with them before the war. Moreover, the. 
large proceeds of the war loans were kept in deposit: with 


. 
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them until they were actually required by the Government 
of India for the war disbursements. And _ lastly, tempo- 
rary loans were made to the Presidency Banks from the: 
balances on favourable terms. Thus, during the war 
period, a policy of a more liberal use of the Government 
funds to give relief to the commercial and financial interests: 
in times of stringency was pursued. What was the cause: 
ofthis remarkable change in the policy ? The war caused: 
, considerable strain upon the restricted Indian money 
inarket, and the strain was augmented by the Government’s: 
war finance, and there was a danger of a break-down if 
the pre-war policy of locking up a large portion of the coun- 
try’s funds into the Government treasuries, especially 
during the busy season, had been continued. Ifa financial 
collapse had occurred, all the efforts of the Government 
of India to assist the Home Government in the conduct. 
of the war would have been largely frustrated, and the 
valuable assistance which India actually gave in various: 
ways would have become impossible. The wonderful 
success of the war loans would have been impossible 
if the pre-war policy had been continued. These factors 
had to be taken into account by the Government, and 
the necessities of the war finance led it to introduce the 
welcome change in the policy regarding the management 
of the cash balances. It is true that a few months before 
he war, the Chamberlain Commission had recommended 
a more liberal policy in this connection, and that- the. 
finance Member, in introducing the budget for 1914-15 
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had announced that the Government viewed the recom- 
mendation with favour, but it seems that but for 
the necessities of the war, the liberalisation of the 
policy regarding the cash balances would have been effected 
in a far less degree than was actually done. The effects of 
the change were entirely beneficial. The Government 
had not the slightest difficulty in using its balances, 
and at the same time the money market was relieved 
of much of the strain to which the Government war finance 
subjected it, and in particular it became possible to raise 
large sums by way of loans, without materially incon- 
veniencing the market. 


It now remains to consider briefly the prospects of the 
Ways and Means position. The difficulties, connected 
with the proper distribution of the Government resources 
between India and England, resulting from the enormous 
war disbursements in India, have mostly disappeared, 
but others, again the outcome of the war, have taken their 
place. One difficulty confronting the Government is 
the necessity of reducing its large floating debt in the 
shape of ‘Treasury Bills, amounting to £ 35 million 
on 31st March 1920. For, “whenever the money market 
becomes tight, the maturities tend to run off without being 
fully replaced by fresh sales of bills, and the Government 
has been continually under the apprehension that it may 
have to increase still further the fiduciary issue of notes in 
order to pay off the maturing bills. But the great 


216 


difficulty in the way of the reduction of this debt is the 
lack of surplus funds. The resources, which were built up 
in England during the war with great inconveniences and 
sacrifices by means of investments in the Home Treasury 
Bills at the rate of 1s. 4d. to the rupee, were largely brought 
back to India during 1919-20 at an exchange rate double 
the old one, by the sale of Reverse Councils, thus involving 
a very heavy loss. The Finance Member explained that 


this loss would be more than counter-balanced by the © a 


future reductions in the rupee cost of the Home Charges. 
But, while the loss has already taken place, the gain is 
distant and may be lost in the future, especially if the 
exchange value of the rupee being found too high, has to 
be fixed at a lower level. Moreover, whatever gain was 
secured in respect of the Home Charges in 1919-20, was 
utilised for railway capital expenditure and for meeting 
the deficiency in the Paper Currency Reserve, and the same 
procedure is contemplated next year also. The Finance 
Member has suggested that, in so far as the reduction of 
the floating debt is not effected by funding in long-term 
loans, the aim should be to utilise for this purpose any 
surpluses arising from the ordinary revenues. But this 
resource will require a long time to attain a sufficiently 
large magnitude, while it is essential that the floating debt 
should be considerably reduced as speedily as possible. 
It therefore appears desirable that the floating debt shoul 
be reduced by means of a part of the proceeds of loan 
operations and of the gain from exchange, which are being 


\ 
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‘devoted to railway capital expenditure and meeting the 
deficiency in the Paper Currency Reserve. The capital 
néeds of the railways have been considerable, but they 
have been met so largely since the cessation of 
hostilities that they are less urgent now than the need for 
curtailing the floating debt. The redress of the deficiency 
in the Paper Currency Reserve is no doubt important. 
but it is also less urgent than the reduction of the 
“floating debt. Therefore, both these objects can afford 
to be comparatively neglected for a couple of years, until 
the floating debt is substantially reduced, and the Ways 
-and Means position is strengthened. 


Another difficulty of the Government of India is that 
it is not able to borrow for capital expenditure the large 
-amounts in the London money market that it did before 
the war, and will not be able to do so for some time, while 
its needs for capital expenditure have increased on 
account of the necessity of accelerating the pace ol 
India’s economic progress. The present shortage of 
capital in Europe owing to its immense destruction 
in the war is considerable, while the demand for it in the 
Western countries for purposes of reconstruction is large, 
and hence only a comparatively small part of the remaining 
capital of the London market will be available for India. 
This, however, need not be a cause for much anxiety, be- 
cause the war has shown that the Indian money market 
can take the place of tlie London market to a large extent. 
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in meeting the capital requirements of the Government. 
The remarkable success of the Indian war loans revealed 
the increase in the strength of the Indian lending power, 
and so also did the loan operations of 1919-20, the actual 
proceeds of which, as explained before, considerably 
exceeded the budget estimate, in spite of the facts that 
at the time of the two war loan operations the Government 
had dipped deeply into the pockets of the investors, that 
‘no attempt was made to repeat the special propaganda. 
associated with the two war loans, and that a very large 
number of company issues competed with the Government 
loan operations. Hence a much greater dependence may 
fairly be placed upon the Indian money market in future 
_ for raising the funds necessary for the development of the 
railways, irrigation and other productive works, than 
before the war, a change which is not likely to be regretted 
in the country. However, the Government will have 
to pay a substantially higher rate of interest in the 
near future, than before the war, as it has been borrowing 
heavily since 1917. 


With regard to the balances, three reforms seem 
desirable, when the financial conditions become normal. 
In the first place, the practice of acquiring and keeping 
larger balances than the declared normal figure may be 
abandoned. As the Ways and Means difficulties result- 
ing from the war disbursements have mostly disappeared, 
there seems to be no reason for continuing the practice. 
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This will be secured, if the revenues are estimated a little 
less cautiously in the budget, in normal times, and if the 
-over-estimation of the practicable capital expenditure is. 
avoided by carrying out the Chamberlain Commission’s. 
suggestion of a settled programme of railway development 

providing for three or four years in advance. Secondly, the 

normal figure of £.12 million, to which the balances in India 
should approximate as closely as possible, probably requires | 
to be cut down, The Chamberlain Commission in 1913 ex- 
pressed the opinion, that “ Ifthe Government could count 
on raising larger sums each summer in permanent loans, it 
should be possible for them to reduce to an equivalent 

extent their estimate of £ 12 million as the amount of the 

closing balance required on March 31st to tide over their 
summer and autumn requirements.” It has been mentioned 
above that it is possible now to raise much larger sums in 
permenent loans every year than before the war, and this 
should render possible a corresponding reduction in 
the normal figure of the Indian cash balances. Thirdly, 

the present independent treasury system is wasteful and 
is contrary to the pratice of all the prominent countries, 

with the exception of the U.S.A. Even there, the establish- 

_ment of the Federal Reserve Board has brought 
about most important alterations in the system, and may 
lead toits abolition. The system locks up the funds of a 
country and renders them inaccessible to the public for their 
commercial needs. Under it, the financial structures of 
the Government and of the commercial and industria 
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scommunity, remain independent, instead of being joined 
together by means of a national bank. If India’s industrial 


‘and commercial advance is not to be handicapped, it 


- is necessary that her independent treasury system should 
be gradually abolished by the establishment and the deve - 
lopment of a national bank, which should gradually  es- 
tablish branches all over the country. Therefore, the 
decision to create the Imperial Bank of India by the amal- 
gamation of the Presidency Banks, and gradually to 
transfer the Government balances to its branches from 
the independent treasuries, is of a very hopeful augury 
for the future. 


During the war as explained above, the Provincial 
Governments had to practice strict economy and. conse- 
quently their balances with the Central Government 
increased considerably. In the budget of 1919-20 these 
‘Governments were allowed to draw uponthem to the ex- 
tent of £1! million, but they were left untouched owing 
to the increase in the provincial revenues. The Governments 
should now frame well-conceived programmes of expan- 
sion in such beneficial servics as education, sanitation and 


medical relief, and should finance them during the next: 


‘ew years by drawing upon their accumulated balances. 
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CHAPTER VI. 
- ee 


Taxation and Expenditure. 


In the modern public finance of advanced countries,. 
the burden of taxation is regulated by the expenditure 
which is considered necessary, instead of expenditure 
being made to depend upon the revenues. This principle, 
however, is subject to the qualification that schemes: : 
requiring an increased expenditure cannot be undertaken» 
without a careful attention to the feasibility of raising the 
additional revenues required by means of higher taxation.. 
The revenues that can be raised by means of taxation 
are obviously limited. This limit, however, is_ elastic, 
and7varies with the peculiarities of prevalent condition s... 
The necessities of a war, for instance, may become para- 
mount, andif the expenditure on its prosecution must 
be borne under any circumstances, it has to be met 
largely by means of higher taxation. The war remarkably 
exemplified the elasticity of the limit to the increase of 
taxation or, in other words, the possibilities of the expan- 
sion of direct taxation, in the western belligerent coun- 
tries, especially in England and Germany, where, with 
the progress of the war, larger and larger revenues were- 
raised by means of higher and higher taxation. The 
case of India, however, was quite different. While the 
former were prosperous manufacturing countries, the latter 
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was a poor agricultural country. The poverty of India 
has been universally acknowledged, and the best proof 
-of it is that before the war even the official estimate of its 
income per head of population did not exceed £ 2 as against 
£40 in England. This difference was recognised by the 
‘Government of India also, which pointed out that “‘There 
are rigid limits to the taxable capacity of India, leaving 
out of consideration the fact that three-fourths of the 
population depends upon agriculture, and hence upon the 
incidence of the monsoon for its means of livelihood. As a 
result of these two factors, the expansion of direct taxation, 
-a primary element in the war finance of Great Britain and 
her Dominions, has been very difficult in India’’* It 
would not therefore be fair to compare India’s war taxation 
as a whole with that of the Western countries, and to draw 
-a conclusion unfavourable to the former, because the con- 
ditions were quite different, and there was no common 
basis for comparison. The war taxation of the richer. 
-classes in India, however, may be compared with that of 
“Similar classes in the other countries, merely in order to 
ascertain in a rough way, the extent of the severity of 
‘the increase in the burden upon the former, because the 
-conditions of the richer sections of the community in India 
and the other countries were somewhat similar. However. 
care must be taken not to attach an undue importance to 
this sort of comparison, because the dissimilarities of the 


* Statement exhibiting the Moral and Material Progress of India 
in 1917-18, p. 15. See also Appendix 2. 
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conditions were hardly less marked than the similarities 
Moreover, in examining India’s war taxation, in addition 
to this special factor of the inelasticity of the limit of India’s 
_ taxable capacity, another general factor, applicable to 
all countries, must be taken into consideration, namely 
that an increase in taxation can be defended only if it 
-can be proved that the increase im expenditure was 
-absolutely necessary, that it could not be met from the 
then existing revenues, or in any other way, and that 
the increased taxation did not impose an undue 
and unnecessary hardship upon the mass of the 
population. 


The war converted the budgeted Central surplus 
of £ 1.2 million for 1914-15 into a deficit of £ 1.8 million, 
and in the budget for 1915-16, a deficit of £ 2.8 million 
was anticipated. It was decided to meet these deficits 
by temporary borrowing, and no additional taxation was 
resorted to. Under the circumstances prevailing at the 
time, this decision appears to have been wise. In the 
first place, the deficits were the products of special and 
temporary circumstances, while ordinarily the Government, 
secured large surpluses. During the first year of the war 
it was generally expected that the struggle would be a short 
one, and therefore the Finance Member could not dis- 
regard the possibility of an early improvement in the 
finances. Secondly, as regards the Ways and Means, 
in spite of the deficits, he saw his way to finance all the 
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necessary outlay, and with an early cessation of the hosti- 
lities, the return of a large portion of the deposits with= 
drawn from the postal savings banks was expected, as 
also an expansion of the note issue, from the restoration 
of the public confidence. Thirdly, the population was 
seriously affected by the trade depression and dislocation, 
and by the rise in the prices of the necessaries of life at 
the beginning of the war, and an increase in the burden 
of taxation, in addition to a probable failure to raise the 
required revenues, would have caused discontent, which, 
above all, it was necessary to avoid at that time- 
Fourthly, the increase of taxation, even if successful at 
the time, would have been shortsighted, because the 
exhaustion of the taxable capacity of the popu= 
lation in the early stages of the war would have- 
rendered it impossible for the Government to secure 
more revenues later on, when it might have become 
absolutely essential to obtain them. Although an early 
termination of the hostilities was expected, it would have 
been imprudent to count upon it, and it was highly desi- 
rable to husband the resources in the shape of the revenues: 
from higher taxation. Lastly, the recourse to borrowing 
for meeting the deficits would not have penalised the 
future Government of the country, because the borrowing 
was only temporary, and was to be repaid in a short time. 
And even if it had involved an increase in the funded 
debt, it should be remembered that India’s unproductive: 
public debt was small at that time. 
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In the budget for 1916-17, however, it was decided to 
obtain larger revenues from the customs and the conse- 
-quential changes in the excise duties on liquors, an increase 
of the income-tax and an enhancement of the salt duty. 
The general import tariff since 1894 had been at the rate 
of 5per cent ad valorem. It was now raised to 7} per 
cent ad valorem, except in the case of sugar, the import 
duty on which was raised to 10 per cent, because it was 
thought that this would not inflict any real hardship on the 
consumer, on account of the large imports of the article 
and India’s facilities for internal supply. This was true, 
and in addition, the duty afforded a stimulus to the Indian 
sugar industry. Secondly, the list of articles free from duty 
was materially curtailed, but some of the articles 
withdrawn from the list were to pay a duty of 2! per cent 
only. Thirdly, the special rates of duty charged upon 
the import of certain articles, such as arms, liquor and 
tobacco, were raised. Fourthly, the duty of 33 per cent 
on the import of cotton manufactures was left unchanged. 
Since 1896 the import of cotton twists .and yarns. had 
been free of duty, while a duty of 33 per cent had been 
imposed on woven goods of all kinds, whether imported 
or manufactured in Indian mills. This position was left 
untouched. Lastly, an export duty on two important 
staples, tea andjute, wasimposed. That on tea was at the 
rate of Rs. 14 per 100 lbs, that on raw jute was Rs. 2} per 
bale of 400 lbs, and those on manufactured jute sackings 
and hessians were Rs. 10 and 16 per ton respectively. 
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Now, granting for the moment, the necessity of an 
additional taxation, the merits of these changes may be 
considered. The reduction in the import of sugar during 
the war stimulated the Indian sugar industry, as shown 
by the considerable increase in the area under sugar-cane 
cultivation, but the decrease in the import appears to have 
been due much more to war conditions than to the im- 
position of the import duty. The export duties on tea 
and jute were satisfactory, as both these industries were 
specially prosperous during the war. Further, jute could 
well bear this duty on account of the fact that India 
possesses a monopoly in this product. The case of tea was 
hardly less strong, especially because the tea business, in 
spite of its industrial character, had been exempt from the 
income-tax. The decision to leave the position of the 
cotton manufactures unchanged gave rise to a long public 
controversy. Before 1882, there was a small import duty 
for revenue purposes on all imported-goods. The estab- 
lishment of cotton factories in India in 1877 led the House 
of Commons to pass a resolution to the effect that “‘In 
the opinion of this House, the duties now levied upon the 
cotton manufactures imported into India, being protective 
in their nature, are contrary to sound commercial policy 
and should be repealed without delay’. Another similar 
resolution was passed in 1879, and in 1882 all import duties, 
including those on piecegoods, were abolished, although 
Indian finances were not in a satisfactory condition owing 
to the Afghan war and the effects of a severe famine. In 
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1896, the state of Indian finances rendered it necessary 
to re-impose the import duties, and the Secretary of State, 
as a result of the pressure exerted by the House of Commons, 
levied a countervailing excise duty of 3} per cent on all 
cloth manufactured in India by steam power. This 
excise duty was unpopular, and in the opinion of most 


textile experts, was an appreciable handicap upon the 
progress of the industry. 


This position continued till 1916, when as mentioned 
above, although the import duties were raised in all other 
directions, the duty on cotton goods was left alone. The 
question naturally arose, why this was done at a time, 
when, in the opinion of the Government, fiscal necessities 
compelled it to make a material enhancement of the 
tariff in nearly every other direction. The Finance Member 
explained that the Government of India had not failed to 
represent its view that the import duties on cotton goods 
also should be substantially raised, while the cotton excise 
duties should be left alone, and should be abolished, when 
financial circumstances became more favourable. But 
His Majesty’s Government replied that, “the raising of 
this question at the present time would be rhost unfortunate, 
as it would provoke a revival of old controversies, at a 
time when they specially desired to avoid all contentious 
questions both in India and England, and might prejudice 
the ultimate settlement of the larger issues raised by the war. 
His Majesty’s Government feel that the fiscal relationship 
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of all parts of the Empire as between one another and the 
rest of the world must be reconsidered after the war, and 
they desire to leave the question raised by the cotton duties 
to be considered then, in connection with the generai fiscal 
policy, which may be thought best for the Empire, and the 
share, military and financial, that has been taken by India 


in the present struggle.” 


Let us now turn to the question whether the increase 
of taxation in 1916-17 was necessary. The Finance 
Member gave several reasons to defend the increase. 
Firstly, he had to assume that the war would continue 
for a year more, perhaps longer, and he could not go on, 
year alter year, with uncovered deficits. Secondly, the 
Secretary of State was unable to borrow substantial sums 
in the London money market, while the lending capacity 
of the Indian money market was limited. Thirdly, the 
end of the war would leave the Government of India with 
heavy financial responsibilities. A large amount of tem- 
porary debt would have to be paid off, the experiences 
‘and lessons of the war must add to the permanent military 
charges, and larger funds would have to be provided for 
such beneficent purposes as the improvement of education 
and sanitation. There seems to be much force in the 
first argument and therefore the necessity .of the increase’ 
of taxation may be granted. However, with ragard to 
the second, it has been already pointed out that the mar- 
vellous success of the war loans in 1917-18 and 1918-19 
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showed that if the Finance Member had given up his 
doubts, and had floated a big loan m 1916-17 along 
the lines pursued in the two subsequent years, in 
all probability, he would not have been disappointed. 
As regards the third argument, it. may be noticed that 
the temporary debt at this date amounted to £ 10 
million only, and that, as the Indian revenues had 
already begun to show substantial strength and recupera- 
tive power, it would not have been difficult to pay 
off the temporary debt soon after the termination of the 
war. In respect of the increase of the permanent military 
charges, it has been explained that, as, before the war, India 
bore a large burden of military expenditure, which was 
being appreciably increased during the war, it would have 
been probably unnecessary to increase that burden after 
the war. 


At this stage, the question arises, which of the two 
alternatives, borrowing or additional taxation, was prefer- 
able for meeting the war expenditure. A misconception 
regarding this question seems to prevail in the popular 
mind. It seems to be generally thought that, in so far as 
the expenses of a war are met by means of higher taxation, 
its burden falls upon the generation which prosecutes it, 
but that, in so far as the expenses are met by means of 
floating long-term loans, the burden is shifted to later 
generations. This notion appears to be at the bottom of 
the general desire that at least a substantial part of the 
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expenses of a war should be met by means of long-term 
loans, because the later generations also are supposed to 
benefit from the advantages that may result from the war. 
This idea, however, appears to be incorrect so far as in- 
ternal loans are concerned. A war can be fought only with 
the goods and services of the generation which conducts- 
it, all that internal loans can do is to give to the govern- 
ment of a country the command over a portion of these 
goods and services, and it is impossible to obtain command 
by any means over the goods and services of later genera- 
tions for the purpose of conducting the war, simply 
because they do not exist. The only effect of such internal: 
loans is to make the distribution of wealth among the 
several classes of the existing generation and among those of 
the succeeding generations somewhat different from what it 
would. be if the war is financed entirely by means of higher 
taxation. Only to the extent that a country can finance a 
war by means ot long-term external loans 7. e. loans raised 
and expended by it in other countries, is it enabled to 
throw its burden upon the following generations, because to 
that extent the goods and services are borrowed from the 
existing generation of other countries, and will have to be 
repaid to their later generations by the corresponding 
generations of the borrowing country. This is what would 
happen if the loans granted by the U. §. A. to the United 
Kingdom, France and Italy during the late war are funded 
into long-term loans. However, it is evident that a 


country can meet only a small part of its war expenses 
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in this way, that for the remainder it has to depend entirely | 
upon its own existing resources, and that it cannot obtain 
the resources of later generations for this purpose. Similarly 
the burden of the loans raised in India to assist the Home 
Government in the conduct of the last war must fall upon 
its existing generation, because the loans were expended 
upon the purchase of Indian goods and services. Thus, 
whether a war is financed by means of an increase in 
taxation, or by means of long-term internal loans, its burden 
must fall upon the generation which conducts it, and from 
the pure economic point of view the former alternative 
seems preferable, because it makes the full extent of the 
burden clear to all and assists the economic process of 
the proper adjustment between production and consump- 
tion. But politicians maintain that from the point of view 
of practical politics, it is an advantage that the expedient 
of long-term loans for financing a war largely conceals its 
burden for the existing generation, and that it is essential 
to finance any war to a large extent in this way, because, 
if the whole burden were to become plain to the people, 
they would be discouraged and even discontented, and 
the government would lose their supoport in the conduct 
of the war. ‘The financing of a war by inflating the 
currency has a similar effect of concealing a large part of 
the real burden. It is not the function of an economist to 
pronounce judgment upon this political view, but it seems 
necessary to point out that, if it was found essential even 
in the Western countries to finance the late war to a large 
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extent by means of loans, it follows that it was still more 
necessary to do so in India, where the public sense was 
far less developed. However, the desirability of financing a 
war by increasing the rates of taxation as far as this can 
be done without causing considerable discontent and 
losing the support of the people, has been recognised by 
most politicians. Therefore, no exception can be taken 
to the increase in the income-tax in India in 1916-17, 
_ because the burden was imposed upon the shoulders best 
able to bear it. Under the system of taxation existing till 
1916-17, the public burden was not quite equitably 
distributed, and it. cannot be said that the richer 
classes were contributing their proper share to the 
national expenditure, especially as compared with their 
equals in other countries such as England end Germany, 
in which they sustained a much larger part of the burden 
of taxation, which became far higher with the progress 
of the war.* The richer classes might perhaps have 
welcomed borrowing by the Government in preference 
to an increase of taxation falling upon them, but it could 
not have been a wise policy. Till 1916-17, all incomes, 
excepting those derived from agriculture and religious 
and charitable property, which were free from tax, above 
Rs. 1,000 per annum were subject to an income tax. A 
distinction, however, was made between the profits of 
companies and the interest on securities, on the one hand, 


and the incomes from other unexempted sources, on the 


* See Appendix 3. 
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other. The latter, if between Rs. 1,000 and 2,000 per annum, 
paid 4 pies in the rupee, and if above, 5 pies. The former 
paid uniformly 5 pies in the rupee. ‘Therefore, the 
normal income tax rate was 5 pies in the rupee, which was 
about equivalent to 6d. in the pound. In 1916-17 all 
the then existing exemptions were left untouched, and no 
alteration was made in the taxation of incomes below. 
Rs. 5,000 per annum. But incomes from Rs. 5,000 to 
10,000, 10,000 to 25 thousand, and above 25 thousand 
were henceforth to pay 6 pies, 9 pies and 1} anna in the 
rupee, t.e. 74d, li}d., and 1s. 3d. in the pound respec- 
tively. The profits of companies and the interest on secu- 
rities were to be assessed at the } anna rate, but this was 
to be subject to an abatement or exemption to individual — 
shareholders or security holders, who could show that their 
total income was such as to warrant a lower rate of 
taxation or none at all. The principle of graduation was 
thus introduced in the Indian tax system for the first time. 


These rates compared very favourably with those 
of the English mcome tax. Just before the war, the latter, 
leaving apart the super-tax introduced in 1910, ranged from 
9d. to Is. 3d. in the pound. These were doubled after the 
outbreak of the war, and in 1915 there was a further 
increase of 40 per cent on the previously doubled rate, 
while the limit of exemptionsand the scale of abatements 
were lowered. The English income tax therefore at the 
beginning of 1916-17, leaving aside the super-tax, was from 
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2s. 1d. to 3s. 6d. in the pound. The difference between 
the English and Indian rates was marked. Hence, it is- 
obvious that the Indian rate prior to the increase in 
1916-17 was low, and that if the Government thought 
it necessary to increase taxation and even to hit the poor 
by raising the salt duty, it would have been unjust not to- 
obtain more revenues from the richer classes. Even 
after the increase in the income-tax, it was calculated that 
out of the total number of assesses of 332,000, the in- 
crease would affect only 37,000, who were well-to-do, 
and that, even in their cases, the increase as compared with 
that in England, was far from burdensome. 


It is, however, difficult to support the increase in the: 
salt duty from Re. I to Re. 1} per maund. The Finance 
Member explained that an enhancement of the salt. 
duty had always been considered as a regerve to be drawn 
upon in times of war or other financial calamities. He, 
however, admitted that the duty would have to be largely 
paid by the poorer classes. It appears that there were 
a number of objections to the increase. In the first place, 
the reserve should have been tapped, only when it was: 
absolutely necessary, especially, as the incidence of the 
tax fell largely upon the poor. This seems to have been 
hardly the case, because the duty was increased not to. 
cover any deficit, but merely to increase the wunder- 
estimated surplus of £ 0.4 million, after taking into account. 
the increase in the income-tax and Customs duties, to £ 1 
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million. Secondly, the past experience had shown that 
even small increases and decreases in the duty caused a 
considerable dislocation in the retail price of salt, and that 
the actual rates charged to the consumers were consider- 
ably higher than the increase in the revenues secured 
by the Government. It would therefore have been better 
not to have increased the duty untila permanent necessity 
arose for larger revenues for the purposes of the adminis- 
tration, and then so to regulate the duty, that it might 
be kept at that rate for anumber of years. Thirdly, all 
the resources of the Government were hardly so exhausted 
that it should have found the recourse to an increase of the 
salt duty essential, which would have hit hard the poorer 
classes who were already affected by the high prices. 
It is doubtful whether it was impossible to find out other 
and better ways of raising the additional revenues expected 
from the enhanced salt duty, if it was felt that they were 
quite necessary. For instance, a higher duty on the export 
of jute could have been levied with advantage, as it could 
have borne a higher burden without difficulty, on account 
of its monopolistic position. | 


In the budget of 1917-18, the Government decided. 
to make a gift of £ 100 million to His Majesty’s Government 
for the prosecution of the war. This imposed an annual 
burden of £ 6 million for interest and sinking fund charges. 
and converted the estimated surplus of £ 2.7 million for 
1917-18 into an estimated deficit of £ 3.3 million. 
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Additional taxation therefore became necessary, and the 
Government had to decide what form it should take. The 
Finance Member explained that an easy way of raising fresh 
revenues would have been to increase further the salt duty, 
and that it would have been suitable because the lower 
classes could not stand aside in the matter of rendering 
financial assistance for the conduct of the war. The 
Government, however, decided not to resort to this ex- 
pedient, because, since the enhancement of the duty in 
the~previous year, the price of salt had much increased. 
This decision was praiseworthy, and was partially the result 
of the general opposition to the increase of the duty in 
1916-1917. The burden of taxation upon the mass of the 
population was already heavy enough, the sacrifices which 
they were making in the shape of the high prices were by 
no means light, and a further enhancement of the salt 
duty would have been very unpopular. Then a special cess 
upon land was suggested to the Government, which, 
however, declined to accept the suggestion on the ground 
that as far as possible the imposition of special cesses 
upon land should be left to the local bodies to help them 
in meeting their growing financial needs, in respect of 
local communications, sanitation and medical relief. 
No exception can be taken to this decision also 


The same judgment, however, cannot be passed on 
the decision to refrain from levying an excess-profits tax, 
and to impose a super-tax instead, on the grounds that 
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the Government did not possess the elaborate income tax 
machinery required for determining normal profits and 
excess gains in different trades, and that an excess-profit 
tax could only be a temporary measure: The plea 
of the lack of the necessary income-tax machinery crumbles 
away , when it is pointed out that it did not prevent the’ 
Government from imposing the tax in 1919-20. What 
could be done in 1919-20, could probably have been done in 
1917-18, and with much greater advantage. It would not 
have been difficult for the Government of India to import 
from England in 1917 an expert official thoroughly familiar 
with the working of the excess-profits taxin England, 
and to organise the necessary machinery with his assistance. 
Then, as to the temporary nature of the excess-profits 
tax, it should have been levied first, and when it dis- 
appeared after the end of the war, the super-tax could 
have taken its place. This would have been a fairer and 
more profitable arrangement. From 1916, the commercial 
and industrial classes in the capital cities were making 
larger and larger profits, far larger than their pre-war 
. profits and the taxation of these excess profits would have 
brought in a large sum. The super-tax had the effect of 
exempting the greater portion of these profits, and thus of 
throwing a large part of the burden on those individuals who 
had not in any way profited by the war. It is difficult to 
understand why the Goverment, while closely following the 
principles of obtaining money, which prevailed in England, 
should have departed from them in this one respect 
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Having rejected these suggestions, the Government 
decided to raise the necessary sum by means of a super-_ 
tax on large incomes in addition to the ordinary income 
tax; raising the import duty on cotton goods from 3} 
to 7} per cent and the export duty on jute, and a surcharge 
on railway goods traffic. The super-tax was imposed 
on Incomes exceeding Rs. 50,000, and at a progressive 
rate in the following manner : 


For incomes between Rs. 50,000 and 


1 lakh “a oe ..° | anna per rupee. 
For incomes between Rs. 1 Jakh and 
lklakhs .. ze : te 13 . 
For incomes between Rs. rf lakhs 
and 2 lakhs 4 : ; 2 f 
For incomes between 2 hee aaa 
23 lakhs. ame ie os 24 33 
‘Over 23 lakhs - a he 3 ‘ 


These rates were in addition to the ordinary income 
tax of 1 anna in the rupee, so that a person having an 
annual income exceeding Rs. 2} lakhs had to pay 4 annas 
per rupee on that excess, equivalent to 5s. in the pound. 
His position was thus more favourable than that of the 
wealthy taxpapyer in England, who by this time had to 
pay an income tax of 5s. in the pound, while the super-tax 
extended up to 3s. 6d. in the pound. The next source, 
from which additional revenues were raised, was the export 
duty on jute. The rates of the previous year were now 
doubled, and considering India’s monopolistic position 
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in jute production, which enabled taxation to be passed 
on to the consumer, no objection could be raised against 
the increase. 


The ground, on which the Home Government declined 
to allow the Government of India in 1916 to include cotton 
goods in the list of articles subjected to higher import 
‘duties for revenue purposes, was explained above. But, 
now, the Home Government gave its consent to the 
Government of India’s renewed proposal to be allowed to 
raise the import duty on cotton goods from 3} to 7} per 
cent the general tariff rate, the cotton excise duty remaining 
at 34 per cent as before, on the ground that India’s war 
contribution must be worthy of her and of the place which 
she desired to hold in the Empire. Some members of the 
House of Commons demanded that, if imported cotton 
goods were made to pay a duty of 74 per cent, Indian 
cloth should pay the same. The Home Government 
declined to accede to this demand, but yielded so far as to 
promise that the question should be reconsidered after 
the end of the war. The view of the Government of India 
regarding the excise duty was, that it should be abolished 
when the financial circumstances became more favourable, 
but that there could be no question of removing it at a time 
when fresh taxation had to be imposed. Finally, a surcharge 
on railway goods traffic was imposed at the rate of one pie 
per maund on coal, coke and firewood, and two pies per 
maund on other articles. Although the rate was low, 
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this kind of taxation was not quite desirable, because it 
had the effect of adding one more obstacle to those already 
existing in the way of the growth of commerce and industry- 
In addition to this fourfold increase of taxation, larger 
_ revenues were secured by increasing the railway fares 
and the telegram charges, and this virtually constituted 


increased taxation. 


The year 1917-18 yielded a large surplus of £8 million, 
the budget estimate of the surplus for 1918-19 was £ 2.3 
million, and as the difficulties existed on the ways and 
means, and not on the revenue, side, there was no necessity 
toaddto the new taxes levied during the two previous 
years. On the other hand, no exception could be taken to 
the Finance Member’s view that, while the war continued, 
there could be no question of reducing the level of taxa- 
tion. 


In 1919-20, however, there was a further increase of 
taxation in the shape of the levy of an excess-profits tax. 
In September 1918, the Government of India decided to: 
make a further gift of £ 45 million to the Home Govern- 
ment, in addition to that of £ 100 million in 1917-18, by 
taking over the charges of a large number of troops. The 
charges were estimated to amount to £ 12.7 million in 
1918-19, to £ 14.7 million in 1919-20, and if the war then 
ended, to £ 7.7 million in 1920-21, the period of demobili- 
sation, The hostilities happily ceased before this estimated 
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period, so that the second instalment of the gift disappeared, 
and in 1919-20, apart from the running pension charges, 
only the third instalment amounting to £ 8.7 million 
had to be paid. The budget estimate of the excess of the 
current revenue over the expenditure was £ 3.7 million, 
out of which £ .7 million were set aside as a margin against 
the fluctuations of the year, so that only £ 3 million were 
available for paying the last instalment. It was decided 
to make up the shortage of £5.7 million by levying a duty 
of 50 per cent on excess profits. It was applied to all 
businesses, which in 1918-19 made a return of profits 
exceeding Rs. 30,000, with the exceptions of agriculture, 
salaried and professional employments depending upon 
personal skill, and concerns already paying the duty in 
England. Excess profits were defined as the difference 
between the profits returned in 1918-19 and the average 
of the profits returned in the two pre-war years and the 
first two years of the war, for income-tax purposes, and the 
Government took half the excess. If any business did not 
pay the income tax in these four years, its excess-profits 
were assumed to be the amount by which its actual profits 
in 1918-19 exceeded 10 per cent of its capital. 


Now, as to the necessity of the levy. If it be granted 
that it was necessary to pay the last instalment of the 
second direct war gift, there can be no doubt that the 
levy of an excess-profits duty was the best means of raising 
the required sum. The alternative suggested by some 
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representatives of the commercial community, viz. am 
amendment of the super-tax system, which would allow 
that tax to be assessed on the whole profits of companies 
instead of their undistributed profits only, was not accept- 
able. In the first place, it would have entailed a higher 
scale of assessment, and would have penalised the share- 
holders of those companies, which made no extra profits 
during the war, to the benefit of the shareholders of those, 
which made huge war profits. Few, if any, will deny the 
justice of the principle that those, who made exceptional 
profits from the circumstances of the war, should contri- 
bute a portion of them to the cost of the war. Secondly, 
the higher scale of assessment would have become unnece- 
Ssary on the return of more normal times, but the Finance 
Minister, having secured sucha scale, like his fellows in all 
countries, would have been tempted to adhere to it, even 
after the necessity for it had passed away. The super-tax 
was likely to become a permanent feature of the Indian 
tax system, while the excess-profits tax was only a 
temporary war measure, . 


In the budget for 1920-21, the burden of the excess- 
profits duty upon industry wasremoved. This was accom- 
panied by a modification in the super-tax. The super-tax 
on the undivided profits of companies and firms, as it 
existed then, had been adversely criticised on the grounds 
that it gave an incentive to companies to distribute more 
in dividends than was warranted by their real financia 
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postion, and that it penalised those companies 
which endeavoured to strengthen their reserves. It was 
urged that the Government should have levied the tax at 
a moderate rate on the whole income of companies instead 
of applying the higher tax to their undivided profits. 
The Government, therefore, now relieved the undivided 
profits of companies and firms, of the super-tax which ran 
up to three annas in the rupee, and replaced it by a new 
form of the super-tax, consisting of a flat rate of one anna 
in the rupee, assessed upon the total income of each company 
in excess of Rs. 50,000. This was to be in addition to the 
ordinary tax, as before. The super-tax on individual 
incomes remained unchanged. 


The results of India’s war taxation may now be 
summed up. In the first place, the larger part of the 
extra expenditure involved by the war was met by higher 
taxation and the smaller part by means of loans. As 
explained above, the real burden of the war upon the 
present population of the country as a whole would not 
have been greater, even if its expenses had been met entirely 
by a further increase in taxation. But, for the reasons 
explained before, the Government seems to have thought 
that it was not possible to meet more of the war expenditure 
in this way, than was actually done, without creating 
a feeling of severe and unfair hardship in the country. 
In the second place, the war taxation made the incidence 
of the Indian system of taxation fairer than before the 
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war. In pre-war times the richer classes did not contribute 
their fair share to the state expenditure. The bulk of 
the burden of the land revenue, excise, salt and customs 
duties was borne by the poorer clsses, and the income-tax, 
with a low and flat rate, was the only impost, which some- 
what restored the balance between the upper andlower 
classes of the community. The war did this to a much 
larger extent. The burden upon the poor classes was 
no doubt increased, but that upon the wealthy sections of 
the community was increased to a much greater extent. 
A graduated scale was introduced in the income-tax, large 
incomes were subjected to a graduated super-tax, and 
a part of the exceptional war profits was taken away, 
although very late, by means of the excess-profit duty. 
It had been recognised in the advanced countries, 
especially in England, even before the war, that taxation 
in proportion to income did not involve an equality of 
sacrifice,andthat the capacity to pay taxes increased more 
than in proportion to the increase in incomes, and this reali- 
sation had considerably afiected their systems of taxation. 
It is true that the Indian system would have been similarly 
affected, even if there had been no war, but the progress 
in this direction would have been very slow and halting. 
The process was much hastened by the war, and there can 
be no doubt that it has come to stay. Thirdly, the addi- 
tion to the burden of taxation resulting from the war, 
with the exception of the increase in the salt duty, didnot 
impose any severe hardship upon the bulk of the population. 
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Large sums were obtained by means of the increase in the 
income tax, and of the super-tax and excess- profits tax 
but they were contributed by those sections.of the commu- 
nity, which were best able to bear the addition to the 
burden of taxation, and which, on the whole, were less 
burdened than similar sections in the prominent belli- 
gerent countries. The jute and the tea industries on the 
“whole prospered during the war, and the export duties 
on them did not affect them adversely. The increase in 
the customs duties had no material effect upon the nece- 
ssaries of life of the masses. But, the enhancement of the 
salt duty did impose a considerable hardship upon them, as 
shown by the abnormal rise in the price of this neccessity 
of life. The surcharge on railway goods traffic also was 
an unfavourable factor in the development of Indian 
industries, at a time when they urgently needed every 
possible encouragement. These two imposts therefore 
should have been avoided, and the sums obtained from 
them could probably have been secured in other and more 
advantageous ways. However, any conclusion, from the 
above statement that the war taxation on the whole did 
not impose severe hardships upon the masses, to the 
effect that India escaped lightly from the burdens of the 
war, would be inconsistent with the actual facts. The 
burden of the war taxation was not very severe, and 
could not be so, because the indirect burdens of the war 
were far heavier than the direct burden of taxation. In 
an estimate of the part played by India in the war, both 
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kinds of burdens must be taken into account, and the 
conclusion after the perusal of the next chapter will be 
inevitable that India rendered more sacrifices in the 
cause of victory than she could fairly have been expected 
to do. 


The prospects of the Indian tax system may now be 
briefly considered. The great question is whether some 
relief from the present scale of taxation may be expected 
in the near future. To this question, the prospects of 
the public expenditure examined before give a negative 
answer. The need cf reducing the military expenditure 
and the cost of the administration, which, especially the 
former, increased very considerably during the war, was 
explained before. But, even if this retrenchment is 
carried out, India’s public expenditure will go on increas- 
ing, because the need of promoting the social and economic 
development of the country is most urgent. To provide 
the facilities of primary education for 315 millions of 
souls, to enable them to escape the clutches of prevent- 
ible disease and to combat successfully unavoidable disease, 
and to assist them in procuring the means of a decent 
standard of comfort fit for civilised life, are tasks requiring 
vast sums. To obtain these, the present level of taxation 
will not only have to be kept up, but will have to be raised 
higher. However, it is clear that most of the increase 
in the burden will have to be imposed upon the richer classes 
which before the war contributed much less than their 
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fair share to the revenues, and which, although contri- 
-uting a larger share now, can hardly be said to be bearing 
their proper share of the burden, as compared with their 
equals in the advanced countries. One of the effects of the 
war has been the triumph of the principle of graduationin — 
the tax systems of the advanced countries, and it is bound 
to produce a similar effect upon the Indian system. 
Therefore the present rates of the income tax and the super- 
tax will have to remain, while the Government will in the 
future have to rely largely on the levy of an inheritance 
¢ax or death duty, imposed upon personal as well as real 
property above a certain value, and graduated on an 
economic scale. Proper safeguards will have to be in- 
+roduced in order to restrict a transfer of real property 
during life, by gift or by collusive sales. This tax may 
be upheld on economic and fiscal grounds,* and its success 
in the western countries, particularly in the United King- © 
dom shows the desirability of its introduction in India 
in preference to other new taxes and to any increase in most 
of the existing taxes. However, it is open to two main 
objections. In the first place, it may be urged that the 
inheritor, if a Hindu, will have to perform the funeral 
ceremonies of the person, from whom he inherits, and 
will have to support the members of the joint family. It may 
however, be answered that in any case he has to bear these 
liabilities either by law or custom. Secondly, it may be 
er 


* Cf, for instance, Scligman, Kssays in Taxation, pp. 121 ff,. 
and Cohn, Science of Fmance, p. 357 and pp. 560-1. 
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objected that in the case of inherited landed property, 
it may sometimes be impossible to raise the amount 
necessary for the payment of the tax, except by selling 
or mortgaging the property ata heavy loss. The solution 
of this difficulty would appear to be in allowing the tax 
to be paid in instalments extending over a sufficiently long. 
period. 


The necessities of expenditure will not allow a reduc-- 
tion in the burden upon the masses, except in so far as it 
presses unduly upon them. The increase in the salt duty 
appears to be such an exception, and it should be reduced 
to its pre-war level as soon as possible. Further, it will 
not be desirable to increase the burden upon the masses 
‘in the near future. On the one hand, to place a heavy 
burden of taxation upon them, and, on the other, to 
endeavour to ameliorate their condition, are inconsistent 
policies. The war has accelerated in the western countries 
the pre-war pace of the growing taxation of the richer 
sections of the community for the promotion of the welfare 
of the community as a whole, and the Indian tax system 
will be silmilarly affected in the near future, although at a 
a slower rate. 


Finally, it seems that in time the Indian system will be 
mostly based on the principle of direct taxation. However, 
it should be noted that direct taxation has always been 


unpopular in every country, where the public sense is more 
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or less rudimentary. But, when the sense of a citizen’s 
duty towards the state grows in a country, it becomes 
evident to all that the most scientific and the fairst method 
of taxation is direct taxation. This fact is not yet gene- 
rally recognised in India, where all sorts of indirect imposts. 
on land, excisable goods and the products of industry 
are preferred to direct taxes, simply because the burden 
is not so obvious. It escapes notice that one result of the 
indirect methods of taxation is to limit the spending power 
of small incomes in a much greater degree than the direct 
taxes on income would do, at the same time assisting the 
perpetuation of the anomaly, whereby a few huge fortunes. 
bear an absurdly small proportion of the communal burden 
of taxation. Since, however, there is in India a strong 
prejudice against direct taxation, it will be simpler and 
more politic to continue for the present along the tradi- 
tional paths, and to wait for the growth of the public 


opinion that only by direct means can justice in taxation 
be assured. 
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CHAPTER VIi. 
—_—_—-e-—— 
Contr‘butions to the Wir and Public Debt. 


India’s (financial and commercial position during 
the war was profoundly affected by her numerous sacri- 
fices, direct and indirect, financial and military, and as it 
is not possible to obtain an adequate picture of that 
position without realising the full extent of the sacrifices, 
it appears essential to examine and analyse them briefly. 


On the outbreak of the war, both France and England 
were quite unprepared, and the irresistible tide of the 
German armies came rushing forward. At this critica] 
time, well-trained Indian regiments were’ hurried across 
the seas and thrown intothe breach, and helped to stem 
the tide. All military experts are unanimous in the opinion 
that the German rush to Paris could not have been checked 
without these gallant regiments, which in a few months 
were almost wiped out, fighting bravely in the terrible 
cold of the winter, which they had never known before. 
India was able to send them to the battlefields ata 
moment’s notice, only becuase, for many years past, she had 
been bearing a heavy expenditure for a large army main- 
tained for her own defence as well as that of the Empire 
asa whole. Having sent these regiments, the Govern- 
ment of India desired to continue to pay their expenses. 
But the Government of India Act prohibited the use of 
Indian revenues for paying the expenses of any military 
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operations carried on beyond India’s frontiers, except 
for repelling an actual invasion, without the special con- 
sent of Parliament. The Government of India applied for © 
such a sanction, and Parliament passed a resolution 
allowing it to kear only the ncima] charges of the troops 
despatched overseas, while the expenses of the untrained 
territorial troops sent to India to take the place of a small 
portion of the Indian troops, were to be borne by the 
Home Government. Thus, the Government of India 
defrayed the normal charges cf a large number of its best 
troops, sent out of the country at a time when her safety 
required their presence at hcme, end thus no longer avail- 
able forthe defence of the country. Not satisfied with 
this sacrifice some critics blamed the Government for 
not bearing the actual expenses. of the expeditionary 
forces, as well as the expenses of the territorial troops 
sent to India, and asserted that it did not comply with the 
spirit of the resolutions passed by the Viceroy’s Legislative — 
Council expressing its desire 1o share in the financial bur- 
dens of the war. The answer to this criticism is that 
Parliament allowed the Government of India to bear 
only the normal charges of the former, and required the 
Home Government to bear the excess in the actual charges 
-of the former and the expenses of the latter, and that both 
‘the Indian ani Home Governments had to abide by this 
decision of Parliament. Further, wherever any doubt 
regarding the various items of cxpenditure constituting 
the normal charges arose,its benefit was given to the Home 
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Government. The amount thus contributed towards the 
maintenance of the troops not available for the defence 
- of the country, minus the charges of the British troops. 
serving in India, which were borne by the Home Govern- 
ment, reached £11.5 million by the end of 1916-17, 
and £ 20 million by the end of 1918-19. 


In addition to this contribution, the Government of 
India had to increase its military expenditure very con- 
siderably, because it became necessary to quell the dis- 
turbances of tribesmen on the North-West and North-Hast 
Frontiers, occasioned by the war, and to take special mea- 
sures for the protection of the frontiers, and meeting the 
German menace. The pre-war annual military expenditure 
of the Government of India was £ 20 million. It rose to 
£ 23.5 million in 1915-16, 26.5 in 1916-17, 30.8 in 1917-18, 
32.9 in 1918-19 excluding the additional burden under- 
taken in 1918-19, and 43} in 1919-20 excluding 14? spent 
on the Afghan War and 1.8 paid to the Home Government. 
Besides, the Government of India together with the Home 
Government had to undergo a large expenditure in Persia. 
Germany endeavoured to create disturbances in Persia, 
and the enemy troops, violating Persian neutrality, cap- 
tured certain places of strategic importance. The Persian 
Government was unable either to resist the attacks or to 
preserve order, and the Home and Indian Governments 
had to come to its assistance. The part of the expenses. 
_ borne by the latter came to £ 1.2 million up to March 1918. 


253 


Again, the vital importance of the financial aid 
afforded to the Home Government by the Government 
of India’s war disbursements cannot be too much empha- 
sised. It financed many war services, and the export of 
enormous amounts of foodstuffs and war material of various 
kinds. The disbursements amounted to £ 8.8, 23.6, 
38.5, 66 and 76 million in 1914-15 and subsequent years. 
It was explained before and will be seen more fully later, 
how they gave rise to serious currency and exchange 
troubles and how restrict:ons on legitimate trade activities 
had to be imposed. Moreover. a large part of the sums 
recovered from the Home Government was lent back to 
it by means of the purchase of British Treasury Bills. This 
virtually meant that during the war a large part of the 
sums disbursed by the Government of India for the Home - 
Government was immediately as well as ultimately provid- 
ed by the former. By the end of 1916-17 £46.5 million 
had been invested in the British war securities, out of which 
£25 million epresented wholly new investments. By 
the end of 1917-18 the later were increased to £67 million. 


From 1916:17‘/he Government of India refrained from 
borrowing in the Lendon money market so as to leave it 
free for ihe loans of the Home Government. In 1914-15 
- the Secretary of State borrowed £7 million, but ‘n 1975-16 
he borrowed only £2 million after allowing for the discharge 
of d bt, and this temporary debt was paid off in 1916-17 
and the following year. Besides, throughout the war, a 
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continuous and increas ng flow of generous contributions 
to numerous charitable war funds was kept up by Indian 
ptinces, chieftains, public bodies and individuals. Some 
idea, although an inadequate one, ofthese contributions 
may be obtained from the fact that the bare list of the larger 
donations published by the Government was long enough 


to fill more than 200 pages of a closely prin'ed pamphlet. 


India’s contributions in man power, vitally affecting 
her financial contributions, surpassed the expectations 
of all. Her armies had not merely to protect her fron- 
tiers, but had also to assist the Empire in half a dozen 
theatres of war, in France, East Africa, Palestine, Meso- 
potamia, Salonica, Aden and the Persian Gulf. Some 
idea of the strain upon India in this respect may be obtained 
from the fact that by the end of the second year of the 
war, nearly 80,009 British officers and men, and 210,000 

Indian officers and men, all fully trained and equipped, 
had been sent tothe several war theatres. Throughout 
the war, the Indian Government continued to recruit, train, 
and despatch overseas larger and larger numbers. When 
the war broke out, there were in India 80,000 British 
officers and men and 230,000 Indian officers and men, 
combatants and non-combatants. During the war, the 
Government recruited on a voluntary basis 800,000 com- ~ 
batants and 400,000 non-combatants. Before the war 
the annual recruitment of combatants was 15,000. But 
the Government by strenuous efforts recruited 121,000 
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by May 1917, and over 300,000 by May 1918. India’s 
efforts in the supply of m n-power were further stimulated 
by the critical military situation in the early part of 1918, 
owing to the complete collapse of Russia and the German 
menace in Central Asia. The King-Emperor and the 
Prime Minister despatched messages to India asking her 
to redouble her efforts. Her response was full and prompt. 
A War Conference was held at Delhi in April 1918, and it 
was decided to contribute half a million combatant recruits 
dur:ng the year beginning with June 1918. Special central 
and local recruiting organisations were set up, in addition 
tothe machinery created before, and by the time the armis- 
tice was declared, over 200,000 combatants had been re- 
ruited and there can be little doubt that the 300,000: 
recruits required during the remaining seven months 
would have been obtained if the recruiting operations had 


continued. 


India’s part in providing war material, which again 
deeply affected her financial contributions, was unequalled 
by any unit of the Empire, excepting of course England. 
India’s effort in this direction has been so extensive, that it 
is not possible here even to summarise it adequately. India — 
not merely equipped fully her expanding armies in several 
wat theatres, but by supplying munitions of various kinds 
to the Allied armies, to the best of her abilities, substantially 
relieved the strain upon the manufacturing resources of 
England, the U. §. A. and France. Her resources in raw 
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materials are vast, but her domestic industries, destroyed 
by the competition of the western large-scale industries 
in the early part of the 19th century, have not been 
substantially replacd by modern industries. Yet India 
did her best in the matter, the Indian Munitions Board 
with its far-reaching organisation was set up in 1917, 
and rendered most valuable services. Jute bags and 
cloth, khaki cotton cloth, woolen blankets, boots and 
accoutrements, lubricants, steel rails, and vessels, espe- 
cially river craft, were manufactured and despatched to 
_ several war theatres, to the fullest extent permitted by 
India’s manufacturing resources. Moreover, she rendered 
valuable services in supplying raw materials and _ partly 
manufactured articles for the munitions factories and work- 
shops of the other allied countries, such as wolfram, manga- 
nese ore, mica, saltpetre, timber, hides and skins, rubber, 
hemp, cor and petroleum. Her assistance in food-stufis 
was hardly less important. Mr. Lloyd George in 1918 
remarked that the people of Great Britain suffered some 
depriva‘ion in the matter of foodstuffs, but not the pangs 
of real privation. This immunity was due in a consider- 
able measure, to the large imports of food-stufis from 
India. In all these matters, strenuous efforts were made 
to stimulate production, and so to increase the quantities 
available for export: 


These services and sacrifices of India, however, did not 
satisfy the above-mentioned critics, who set up a demand 
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that India should make a large direct gift to the 
Home Government. The Government of India resisted 
the suggestions that India was not contributing her fair 
share to the conduct of the war, but as the financial position 
had apparently somewhat improved by the end of 1916-17, 
it offered a special contribution of £ 100 million to the 
Home Government, with the consent of the Legislative 
Council. For this purpose, a war loan ona large scale 
was to be floated in India, its proceeds were to be handed 
over to the Home Government, and the balance of \the 
contribution was to be liquidated by taking over a corres- 
ponding portion of the Home War debt. 


The demand of the critics that the Government of 
India through the Home Government should move Parlia- 
ment to be allowed to bear the total expenses of the Indian 
expeditionary forces, or that it should make a special 
contribution, could not be accepted at all till the end of. - 
1916-17. In 1914-15 the public finances had been serious- 7 
ly dislocated by the war. The revenues declined consi- 
derably, and in addition a heavy drain upon the postal 
sav ngs banks had to be faced. This compelled the Govern- 
ment to bo row £ 14 mill'on temporarily. In the budget 
for 1915-16 a considerable deficit was anticipated, and as 
shown before, it was necessary to avoid fresh taxation. 
Such taxation was imposed in 1916-17, but the position — 
on the north-west frontier was so uncertain and unfayvour- 
able that a larger military expenditure in connection with 
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it was probable, and therefore fresh direct liabilities for 
carrying onthe war in other lands could not be undertaken. 
Moreover £ 94 million ofthe temporary debt had still re- 
mained to be paid off. 


India’s sacrifices in the cause of victory did not end 
here. When the allied military situation became critical 
owing to the expansion of the German activities in the 
early part of 1918, the Government of India, in addition 
to redoubling its efforts in the supply of man power and 
munitions, decided to make a further gift of £ 45 million 
in the shape of meeting the normal expenses of 200,000 
more men than it was then paying for, from 15th April 1918 
and of 100,000 more men from 15th April 1919. The hos- 
tilities, however, terminated much earlier than had been ~ 
anticipated, the Government of India had to undergo 
enormous expenditure on the Afghan war and the operations 
against the frontier tribes, and the actual gift came to 


153 million.* 


The Government of India decided to raise as much 
aS possible of its £ 100 million contribution by floating two 
large loans of unlimited amounts in India in 1917-18 and 
the following year. The adoption of this course resulted 
in three imporrant advantages to India and the Empire. 


* The reasons for reducing the original gift have been 
explained in chapter 1V. See also the discussion in the Viceroy’s: 
Legislative Council, pp. 183 ff. ot the Financial Statement and 
Budget, .920-21 
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Firstly, it gave the Home Government fresh funds for the 
war instead of a mere reduction in the liabilities for the 
existing debt,and thusmade India’s gift more useful. 
Secondly, it gave the Government of India funds for meet- 
ing the huge war disbursements on behalf of the Home 
Government. Third'y, Ind’a gained by her obtaining the 
means for the war gift in the ‘orm of internal borrowing, 
the interest on which remained in the country, and not in 
the form of merely taking over a part of the English debt, 
the payment of the interest on which would have left the 
country. In offering these loans, the Government of 
India followed closely the methods of the Home Govern- 
ment, and offered equaily liberal terms. But their most 
important feature was that the previous narrow methods 
were abandoned in favour of fresh ones, designed to attract 
“not only the persons already familiar with Government 
securities, but also those, who had not thithe to been in the 
habit of investing their money. The loan of 1917 was 
divided into four parts. Firstly, to the man of means 
desiring a semi-permanent investment was offered a 5 per 
cent war loan issued at 95, repayable in 1947, with the 
option to the Government of redemption ‘rom 1929 on- 
wards, with certain rights of conversion of the existing 3, 
3. and 4 per cent Government securities, which were depre- 
ciating, and with a safeguard against depreciation in the 
shape of a sinking fund. This, however, was not suitable 
to banks, financial houses and many cth>rs, who ina spirl, 
of patriotism, were desirous of doing their best to support 
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the loan, but who in justice could not be asked to lock up 
their funds for an indefinite period. To these were offered 
53 per cent. short-term War Bonds 1920 and 1922, issued 
at par, free of income tax, and repayable in August 1920 
and 1922 respectively. In order to bring the Government 
into closer contact with the smaller investor, a post cffice 
section of the above issues was established, in which special 
facilities were given to the small investor. 
Post Office Cash Certificates, free of income tax, and 
repayable at fixed rates at any time during a five years’ 
period, were introduced as a permanent measure to bring 
the Government into relation with those, who had not 
thitherto acquired the investment habit. Cash Certificates 
of the eventual value, after five years, of Rs. 10, 20, 50 
and 100 were to be sold at post offices for Rs. 7-12-0, 15-8-0, 
38-12-0 and 77-8-0 respectively. The holder could cash 
them at any time within the five years, but in order to 
- encourage the holding of the certificates for the full time, 
no interest was to be allowed on withdrawals within the 
first year, while with regard to those in the subsequent 
years, the interest was to be allowed on an ascending 
scale. The petty investor eould have purchased the 
Government securities through the post offices in Small 
instalments, but the advantage of the new scheme was 
that he could invest more directly and simply, and remain 
secure from any fluctuations in the value of the Govern- 
ment securities. Jn 1918, a long-term loan was not issued 
because the amount obtained from it in 1917 was much 
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less than that from the short-term bonds, and as it was 
thought that greater response would be obtained by con- 
centrating upon the latter, the main section of the 1918 
loan consisted of 3, 5, 7, and 10 year War Bonds, bearing 
54 per cent interest, free of income tax, the last two being 
repayable at Rs. 103 and 105 respectively. The post 
office section consisted of the War Bonds, up to a certain 
maximum limit, and the five year cash certificates. 


The success of these two war loans surpassed all 
expectations. In 1917, the 5 per cent loan yielded £ 8,3 
million, the War bonds £ 21.2 million, and the cash certi- 
ficates £6 million, in all a total of £ 35.5 million, the 
total number of investors, excluding the purchasers of the 
‘cash certificates, being 155,103. It was feared that the — 
second war loan in 1918 would be less successful, as if 
was believed that the investing public had in the previous, 
year invested almost up to the full limit of their resources 
But the second war loan did even better than the first. 
The main section of the loan yielded £ 34.3 million, and the 
post office section £ 3.7 million, in all a total of £ 38 million, 
the number of subscribers being no less than 227,706. The 
importance of these figures will be better understood, when 
it is pointed out, that, before the war, the largest rupee loan 
amounted only to£ 3 million, taken up by 1,172 subscribers, 


The remarkable success of the war loans was due to 
three causes. Firstly, certain merchants and manufacturers 
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were making large profits as a result of the war 
conditions, and as it was difficult to find an outlet for the 
accumulated capital, again owing to the war ‘conditions, 
it was invested in the war loans. Secondly, the appeal 
to the national as well as the imperial patriotism of the 
people by means of a widespread campaign met with a 
remarkable response. But, the most important cause 
was a radical alteration in the loan policy of the Govern- 
ment. Till then the Government loans had been subscribed 
o, only by banks, financial houses and a few large investors, 
the ordinary investor being scared away by all sorts of 
formalities and complications, and no direct efforts 
- being made to promote the investing habit. This policy 
- of inaction was abandoned in the case of these two loans. 
In the first place, provincial and local loan committees 
were organised, the co-operation of a host of non-official 
workers was enlisted, and a vigorous and widespread cam- 
_ paign was conducted to get people to subscribe by all 
_ possible methods. Secondly, all sorts of facilities were 
given to the ordinary investor. He was allowed to pur- 
chase the scrip not only at the head-office and branches 
of the Presidency banks and the offices of the Controller 
_ of Currency, any Accountant-General or Comptroller, 
but also at any Government treasury or sub-treasury or at 
_ any post-office conducting savings bank business; he was 
allowed to pay in instalments; some of the formalities 
thitherto obstructing the transfer of Government securities 
“were abolished: th« post-office investment rules were . 
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simplified, and the limit up to which such investments 
“secured an exemption from the income tax was raised to 
Rs. 15,000. Thirdly, for the convenience of investors 
in large business centres, short-term bonds, registered 
as well as bearer, were introduced. Fourthly, to the 
holders of the Government securities existing at the time, 
conversion facilities were offered. Fifthly, in order to 
create and promote the investing habit, cash certificates 
were introduced, which were free from fluctuations in 
price, which could be cashed at any time, and which after 
the first year yielded compound interest on an ascending 
scale. Lastly, the amount subscribable to the main sections 
of the loans was unlimited, and to prevent the depreciation 
of the securities, a depreciation fund was created by 
annually setting aside a sum equal to 14 per cent of the 
loans and was to be utilised for buying in the securities as 
soon as they fell below the issue price. These are some — 
illustrations of the new loan policy, which radically differed 


from the old one. 


These two war loans taught the most valuable lesson 
that poor as the people of India were on the whole, their 
small savings could be attracted by the Government and 


banks for profitable uses, if proper facilities for invest- 
ment were given, if the formalities of the transactions were 


reduced and if the whole procedure was simplified. The 
masses require to be educated in the habit of banking, and 
their ignorance stands in the way of progess in this ag ir. 
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many other directions. But the success of the war loans 
showed that ther response was remarkable if the problem 
was tackled in the right spirit and if their confidence was 
secured by well-conceived schemes. The large number of 
the subscribers to the loans was the most promising feature 
for the future for three reasons. Firstly, India’s economic 
advance in the near future will primarily depend upon the 
full utilisation of her vast natural resources which hitherto 
have largely been either neglected or exploited by others, 
and this will require a very large outlay of capital both 
by private enterprise andthe Government. It has already 
been pointed out that at least for some years, India will 
find it difficult to borrow large sums in the London money 
market, and that in this respect she will have to depend 
largely upon her domestic resources. Secondly, although 
too much has been made of Indias’ wasteful hoarding 
habit, it must be admitted that there is a large element of 
truth in the assertion, and it is essential to encourage 
throughout the country the investment habit, which will 
avoid the waste involved in her hoarding of the precious 
metals. Lastly, the growth of the investment habit will 
solve some of the pressing financial difficulties of theGovern- 
ment by diminishing i in the near future India’s demand for 
additions to her metallic currency, After the failure of the 
efforts to popularise state loans towards 1890—efforts mark- 
ed by the issue of Stock notes and Provincial debentures— 
the Government “pursued an inactive policy in its loan 
operations, which were only meant to attract a few banks 
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and financial houses, and which almost entirely neglected 
the requirements of the ordinary or potential investors. 
The stress of the war circumstances led the Government 
to adopt a more active policy, and the results seemed to 
show that its earlier adoption would probably have been 
productive of much benefit. It is essential, however, that 
the progress in this direction should be accompanied by 
the proper development of banking, without which the 


full advantage of the advance in its new loan policy cannot- 
be secured to the Government. 


Phe war contribution of £ 100 million and the conse- 


quent war loans entailed a large addition to India ’s national 
debt. 


INDIA’S NATIONAL DEBT iN « Million. 


Ordinary Debt, _ Productive public works debt Total 
including Kailways Irrigation Total. debt. 
floating debt. 


lst March 1913... 25.0 211.8 37.6 249.4 274.4 
= 191429) e328 222.0 39.4 261.4 274,2.- 

- Tiber 9.2* 233.2 41.1 274.3 283.5 

oo LO ee OS OF 234.4 42.4 276.8 285.8 

es 1OL7TSe. 7. Of 235.7 43.3 279.0 286.0 

>» 53,48 239.1 44.0 283.1 336.5 

30th Sep. 1918 : ore S 370° 
Table 25. 


* Exoludes £7.3 million of temporary loans from the Gold 
Standard Reserve and Gwalior State. 


t o £4.38 as bd 

} - 3 + from the Gwalior State, 

Guick £2.9 » Bank of Bombay and 
£64.0 of the liability for British Govern- 


ment war loan 1929-47 taken over as part. 
of the financia! contribution to the war, 
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The position of India’s national debt at the end of the 
war aS compared with those of the national debts of the 
advanced countries appears to be satisfactory.* At the 
end of September 1918 India’s national debt amounted 
to £370 million or about £ 1} per head of the population as 
compared with a total public revenue, central and provin- 
cial, of about £110 million. Moreover, the revenue from 
that part of the debt, which was expended upon productive 
works, exceeded the interest charges for the total debt by 
33 per cent. However, a closer examination reveals some 
rather unsatisfactory features in the national debt. One 
such feature was that, while by far the larger portion of 
the national debts of the Western countries is held by the | 
children of the soil, inthe case of India, a large part of the 
debt was held outside the country, and the proportion 
went on increasing before the war, as the following figures 


show : 
INDIA’S PUBLIC DEBT HELD IN INDIA AND 
ENGLAND IN © MILLION. 

Veni. In India In England ‘otal. 
1839-40 ol See 32.8 Lee 34.5 
fest too, ah ee ee 60.7 8.8 69.5 
1860-61 .. ate os Sr Eye 71.9 30.0 101.9 
1879-7 Ae a A ae Ag 83.5 55.4 138 .9 
1890-1 ie 78.4 104.4 182.8 

901-2 Hee 91.9 134.3 Z20, 2 
31st March athe 
1902’ ees ECAR S: 130.3 207.8 
1907 tie 87.0 147.5 234 5 
1911 i 92.1] 178.0 270.1 
1912 no 93.3 178.5 271.8 

Table 26 


a 
+ See Appendix 4. 
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The growth of the sterling portion of the debt was one of 
the causes of the exchange difficulties. The Fowler 
Currency Committee of 1898 recommended that the 
Government of India should husband the resources at its 
command, exercise economy and restrict the growth of 
its sterling obligations. However, the above table shows 
that between 1902 and 1912 the sterling portion of the debt 
increased by nearly £50 million. This increase was largely 
due to the inactive loan policy in India explained above. 
If the numerous measures taken in connection with the 
war loans had been carried out a little earlier, the Govern- 
ment in all probability would have raised much larger sums 
in India, and consequently -it would have had to borrow 
less in England. During the war, the national debt in- 
creased considerably, chiefly on account of the contri- 
butgon of £ 100 million, but as 2 of the contribution was 
raised in India, the proportion of the rupee debt to the total, 
debt has appreciably increased. The disadvantage of a con- 
siderable increase in the debt is thus partially set off by the 
fact that the bulk of the increase is held in the country. The 
proportion of the rupee debt will probably increase in the 
near future, because, as was already pointed out, it will 
be difficult for some time to borrow large sums in London, 
and a greater reliance will have to be placed upon loans 
floated in India. 


There were also some defects in the methods of floating 
_ the loans, especially in England, before the war In some 
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cases, the market conditions were not fully taken into 
account, the most favourable opportunities for borrowing 
were allowed to pass by and loans were floated when market 
conditions had become less favourable. Secondly, there 
was sometimes an absence of a comprehensive plan of 
borrowing, and sums were borrowed in a piece-meal fashion 
The fact that it was known that India would continue to 
borrow annually probably tended to keep down the 
quotations for the Indian Government securities in the 
London market. Thirdly, unlike colonial loans, most of the 
Indian loans had no definite date for redemption, with the 
result that the Indian securities declined more than the 
colonial. Lastly, during the few years before the war, 
to overcome the consequences of the above defects, the 
practice of underwriting the loans, raising the rate of interest 
and lowering the issue price was sometimes followed- 
This tended to lower the credit of the Indian Government. 
“Most of these defects were pointed out by Mr. Cole, the 
Governor of the Bank of England, in his evidence before 
the Chamberlain Commission 1913. During the war there- 
was not much borrowing in London. Soon after the out- 
break of the war, £ 7 million were raised by means of - 
India Bills, which, however, were paid off as soon as the 
financial situation showed some improvement. There was 
some borrowing in 1915-1916, but from 1916-1917 all in- 
denting on the home market was completely stopped. There- 
fore, sufficient data are not available to decide whether 
the above-mentioned defects have been removed from 
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the loan policy of the Indian Government. However, 
the large loans in India were floated very systematically. 
They were floated at most opportune times; the rate of 
interest was not higher than the prevailing conditions 
warranted: the bonds had a short duration; and also the 
loan 1929-47 had a definite duration ; and a depreciation 
fund was created to prevent the issues from declining in 
price. It is true that the loans increased the depreciation 
. of the older Government rupee securities, which resulted 
from war conditions and the rise in prices, and that the 
considerable depreciation in the value of the securities, 
imposed an appreciable hardship upon those of their 
holders who belonged to the middle classes, and possessed 
very limited means. Thisresult, however, was unavoidable 
under the circumstances. Jt may therefore be concluded, 
that during the war, apart from the question of the justi- 
~ fication of increasing the national debt, the methods by 
which it was increased showed a considerable improvement 


upon the pre-war methods. 
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CHAPTER VIII. 
a 
Currency and Exchange. 


The currency and exchange problems arising out of 
the war were closely connected with the Ways and Means 
position examined in an earlier chapter under a two- 
fold division of the war period, and they should be examined 
similarly the first division extending over 1914-15 and 1915- 
16 and the second over the subsequent years. For here 
also, the factors at work and the difficulties resulting there- — 
from were different during the two parts of the war period, 
and different measures had to be taken to meet the difficul- 
ties. The currency and exchange problems during the first 
part were the outcome of the operation of the two forces 
previously explained, ez. the loss of confidence in the 
financial soundness and stability of the Government of 
India on the part of the ignorant masses and even of some 
literate people, chie"y Marwari money lenders, who were 
influenced by a vague and unwarranted sense of insecurity 
and the dislocation and depression in India’s foreign, 
especially export trade. The first factor gave rise to the 
serious run upon the postal savings banks and to the wide- 
spread demand for the encashment of currency notes, 
which have been fully examined in a previous chapter. 
The general situation was aggravated, and the internal 
credit was seriously prejudiced by the action of many mem- 
bers of the Marwari class, which played an important 
part in financing the internal trade of the country. Instead 


271 


of conducting their business as usual, they made haste te 
turn into cash as much of their capital as possible and 
to return to their homes in Rajputana, thus considerably 

obstructing the working of the credit machinery of which 

they formed an important part. They scrambled for gold, 

and to restrict its dissipation the Government decided not 

to issue gold to any one person or firm to a less »mount then 
£10,000 hoping thereby to distinguish between the demand 

for gold for remittance purposes and for hoarding or internal 

requirements. The Marwaris, however, were too astute for 

‘the Government, and defeated its purpose by clubbing 

together their requirements so as to make up the minimum 

demandfor £10,000. The Government in this way lost 

£ 1,800,000 worth of gold within four days, and on 5th 

August stopped the issue of gold altogether to private 

persons. : 


The operation of the second factor, v7z. the disloca- 
tion of the export trade gave rise to the external aspect of 
the currency problem by weakening the exchange. The 
government had supported exchange during the crisis of 
1907-8 and the Chamberlain Commission on Indian Finance 
and Currency only a few months before the war had 
recommended the maintenance of this policy. The Govern-. 
ment therefore decided to adhere to the policy pursued 
in 1907-8 and improved upon it in some respects. Firstly, 
it formally undertook to support exchange by all the 
means in its power, atthe outset of the crisis, without 
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any loss of time, when the time-factor was vital. Secondly, 
to carry out the object, it offered for sale sterling bills on 
London, reverse Council drafts as they were called, 
up toa maximum limit of £1 million a week until further 
notice. The Government thus undertook beforehand to 
maintain the salesto a large amount, whereas in the crisis 
of 1907-8 the amount of the sale was determined afresh 
just before each weekly sale. Thirdly, the bills were. paid 
in London 16 days after the departure of the weekly 
mail from Bombay, thus avoiding the uncertainty resulting 
from a delay in the arrival of the bills by mail steamer. 
Fourthly, telegraphic transfers were sold so as to provide 
immediate remittance to London for those requiring it. 
The results of these arrangements were very satisfactocy. 
Confidence was restored in the commercial community, 
which wasassured of sufficient and continuous remittance 
facilities provided by the vast resources of the Govern- 
ment. The absence of any fear that the Government might 
suddenly reduce the sale of the reverse council bills and 
telegraphic transfers eliminated speculative competition 
for them, which had been a feature of the sale in 1907-8- 
The applications exceeded the £ 1 million limit of the sale 
only in the first week. From the second week the demand 
gradually lessened and when the immediate require- 
ments for remittance were met, the demand  fiuc- 
tuated within moderate limits for some time, then sank 
to a small amount, and finally in January 1915 
disappeared altogether. In all, the bills and transfers 
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were sold to the extent of £ 8.7 million. The ‘amounts 
received from the sale were credited to the Gold’ 
Standard Reserve in India, while the bills and transfers 
were paid in London out. of the Reserve there. Moreover, 
in accordance with the recommendation of the Chamber- 
lain Commission, £ 4 million of silver held in the Reserve 
in' India was exchanged for an equivalent amount of gold 
held in the Paper Currency Reserve in India. The Gold 
Standard Reserve in India was thus temporarily strength- 
ened to a considerable extent. Exchange again fell in 
June 1915, and the Government supported it as before by 
the sale of reverse Council bills and telegraphic transfers. 
The depression, however, was of a comparatively: short 
duration, and continued only till September. It was 
connected in part with the system adopted by the Govern- 
ment of India of financing the purchase of wheat on 
behalf of the Home Government by direct payments in 
India to the firms employed as purchasing agents, as well 
as with the demand for remittance in connection with sub- 
scriptions to the Home war loan. When these transactions 
were completed and renewed trade activity, which normally | 
begins in winter, set\in, the exchange situation was reversed, 
and finally a strong demand arose for the Secretary of 
State’s Council bills for the purposes of trade remittances. 
A part of these bills were cashed out of the Gold — 
Standard Reserve in India, while the sums received in pay- 
ment thereof were credited to the Reserve in England, 
which thus regained its strength. 
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It must thus be admitted that during the first part 
of the war period India’s gold exchange standard displayed 
a considerable strength. There was no such sudden tumble 
in exchange, as had been forecasted when the war was 
threatened, and the stability of the rupee was maintained. 
No necessity was felt to resort either to the device of a 
moratorium as in England, or to the inconvertibility of the 
paper currency as in France and Germany. Moreover, all 
obligations were discharged without any special assistance . 
from foreign sources. This temporary stability of the gold 
exchange standard gratified its supporters, who asserted 
that the war had vindicated the truth of their contentions.* 
However, in the first place it should be noted that the 
stability of the system was achieved by means of an arti- 
ficial management on the part of the Government. 
Secondly,it may be pointed out that the rupee was virtually 
inconvertible into free gold. Thirdly, the stability proved 
short-lived, and durmg the second part of the war period. 
exchange left its old moorings and proved a source of 


considerable embarrassment, anxiety and loss. 


The second part of the period was characterised by 
highly important events. It witnessed a partial break- 
down of the gold exchange standard system, a progressive 
and abnormal rise in exchange, an unprecedented demand 
for silver coins to finance the war work in India and im 
countries where Indian troops were fighting a considerable 
inflation of the paper currency, and a dislocation in the 
-* See for instance Spalding, Eastern Exchanges, First Kditior. 
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- mechanism of the Government finance and of trade finance 
also, owing to the intimate dependence of Indian trade on 
the financial machinery of the Government. Thus, the 
difficulties of the Government and trade had two aspects, 
the external one, connected with the rise in exchange, 
and the internal one, relating to the expansion of the 
currency. The causes of these difficulties were alluded to 
in examining the Ways and Means position, and they may 
now be considered from the point of view of the currency 
and exchange position. It is desirable to consider first the 
external aspect connected with the rise inexchange. Before 
the war, a substantial portion of India’s favourable balance 
of trade 7. e. the excess of the exports of merchandise over 
its imports, took the form of the import of t'e precious 
metals by private agency and the remainder of the excess 
that of the remittances, which the Secretary of State placed 
at the disposal of the trade through his Council bills, which 
were sold by him toplace himself in funds to meet his 
expenditure in England. During the second part of the war 
period, however, the exports, on the one hand, though 
restricted by freight and exchange difficulties, increased as 
compared with the level to which they had fallen during the 
first year of the war, because raw materials and partially 
and fully manufactured goods were urgenly neede ! by the 
allied countries for the conduct of the war, without much 
consideration of their prices, which rose higher and higher, 
and the imports into India declined, on the other hand, 
as the manufacturing countries of the West could “export 
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less goods to India, on account of the concentration of their . 
energies and resources upon the war. Consequently, India’s 
favourable balance of trade increased in value. The 
average for 1916-17 and the two subsequent years when 
the currency difficulties were most serious, was £ 60 million. 
as against the average of £ 53 million for the last three years 
of the pre-war period. Even in normal times, it would not 
have been easy for India’s customers abroad to meet this. 
increased balance. But the difficulties were enormously 
increased during the second part of the war period, as the 
import of gold and silver bullion into India, which was the 
form taken before the war by the larger part of the balance, 
was reduced considerably. The export of gold to India 
was not allowed on account of the supposed necessity 
of concentrating the gold reserves ofthe Empire in its 
interests, and silver became increasingly difficult to obtain 
owing to the keen demand for it,and in July 1917 all private 
imports of silver into India were stopped. The conse- 
quence was that the favourable trade balance took the 
shape of a greater demand for the Secretary of State’s 
Council drafts. The Secretary of State, however, was 
unable to satisfy the demands of trade in this respect for 
two reasons. In the first place, the sale of the Council bills. 
which were cashed in India, imposed a heavy strain upon. 
the Government of India’s balances, which were being 
depleted by the enormous disbursements exceeding £ 250 
million, which it had to make on behalf of the Home and 
Colonial Governments and which it recovered in London_ 
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‘Thus, the strain upon the rupee balances in India caused by 
the war disbursements diminished the Secretary of State’s 


power of offering Council bills at the very time when the 
demand for them increased. The Secretary of State, 
therefore, had to limit the sale of Council drafts, and this 
produced an adverse effect upon the exporttrade. Second- 
ly, the Secretary of State’s financial requirements were 
covered several times over by the recovery of the disburse- 
ments in India, and consequently there was no need for 
him to sell Council bills, so far as his requirements were 
concerned. Now the rupee exchange means the sterling 
price in London of the command over rupees in India. 
[t is the amount of sterling in London to be paid there for 
-one rupee in India to be obtained at ence by means of tele- 
graphic transfers or after a certain time by means of Council 
bills or the ordinary bills of exchange. As the increase 
in the net liabilities to India i.e. in her balance of trade 
could only to a small extent take the form of the exports 


-of the precious metals to her, there was a greater demand 


in London for the right to rupees in India. Its supply on 
the other hand, was reduced on account of the strict limit 
to the sale of Council drafts, Consequently the price in 
London of the command over rupees in India increased ; 
jn other words, the rupee-sterling exchange rose. This 


-was then the first cause of the rise in exchange. 


The significance of the difference between the pre-war 


and war times as regards the:favourable trade balance 
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taking the shape of private imports of the precious metals, 
will be made clear by the following figures:— 


India’s Balance of Trade in £ million. 


1909-10 1914-15 1914-15 1915-16 1916-17 1917-18 1918-19 1919-26 
to 1918- to 1918- 
_ 14 pre- 19 war 
war average 
average 
Net Exports of 
merchandise 
(excess of 
exports over 
imports) wpe, 18. 450.87 29.1 4336 S68 hemeeoleeee DO wo rs 
Net imports of 
treasure and 


© 
i 


funds... 52.46 27.29 11.27 26.44 33.28 49.838 15.65 15.5 
(a)Council drafts 28.41 20,1'—1.05*19.46 31.92 34.55 15.6 -d2.i 
«(by Treasure 24,05 7.2.12.31 .6.98 1,36 “16326 0.05 3.4 
Balance of trade 

in favour of 235 08-17 284 17 Abe 0eso 11.59 40.92 63.9 

India : 

‘Balance of trade.. 

against India 0.28  .. oe ay at 33 


* Indicates the excess ot the sale of reverse Council drafts over that of the 
council drafts. 
Table 27. 


During the five pre-war years the total excess of the 
exports over the imports of merchandise was about £ 262 
million and took the shape of a net import of funds by means 
of Council drafts amounting to £ 142 million, and of the 
import of {reasure to the extent of £ 120 million on private 
account, 80 per cent of which was in gold. During the 
five war years the favourable balance of trade came 
to £ 254 million, and took the form of a net import of funds 
amounting to £ 100 million, and of a very low import of 
treasure of £ 36 million only. The import of treasure 
in 1916-17 was small, practically ceased during 1918-19, 
and did not revive substantially even in 1919-20. The 
cgmparatively high import in 1917-18, chiefly from 
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_ Japan and the U.S. A. was due to the great difficulties of 
securing rupee exchange on account of the limitation of the 
sale of Council bills. The average net imports of gold 
during the five pre-war years were £ 19 million a year, 
of which £ 12 million were sovereigns. In the five war 
years the average came to only £5 and 2 million respec- 
tively. Thus, the annual average import of gold ‘during 
the war was less than its import in any of the twenty-five 
pre-war years excepting famine years. Hence, during 
the war India had to accumulate deferred payments 
abroad, as her foreign customers were not able to export 
treasure to her in part payment for her exports, as they 
used to do before the war. India’s demands for the 
precious metals during the war were not unreasonable 
as compared with the pre-war standards, because, while 
her absorption of gold, silver and rupees during 1909-14 
was Rs. 224 crores, it came to Rs. 165 crores only during 
1914-19. During the five pre-war years 80 per cent of the 
import of treasure consisted of gold, which, to a far larger 
extent than silver, was employed in meeting the trade 
balance. During the war, however, India was practi. 
cally starved of gold, although certain countries were 
allowed to import large quantities of gold. It was shown 
in table 23 that, while certain countries with a tota] 
population o! 170 million imported geld wor.h 1460 million 
during the war, India, with a population nearly twice 
as large, had to be content with the import of gold worth 
£ 26 million only. 
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The second cause of the rise in exchange may now be 
considered. The war disbursements in India, recovered 
in London, continuously transferred enormous funds belong- 
ing to the Government of India from India to England, 
and the question was how to bring them back, so.asto 
teplenish the balances. which were being depleted on account 
of the strain imposed upon them by the war disbursements 
and the encashment of Council drafts. The import of gold 
was considered prejudicial to the interests of the Empire. 
The earmarking of gold in London, and the issue of currency 
notes against it in India was also thought to be opposed 
to the interests of the Empire. The only course left open 
to the Government was to import silver on its own account, 
to coin it into rupees so as to prevent its balances from 
remaining below the minimum necessary for safety, and 
to ward off the threatened inconvertibility of the note 
issue. Large purchases of silver thus became necessary 
at a time when the world’s production of silver, especially 
in Mexico, had fallen off, as shown in the report on the 
World’s Production of Silver by Professors Carpenter 
and Cullis, the stocks were very low, and the competition 
for it was very keen. The Secretary of State removed all 
private competition, so far as India was concerned, by 
prohibiting the import of silver into India on private 
account. But he could not remove the competition of 
some other countries, where also the economic situation 
required an increase in the silver currency. The result 
was that the gold price of silver began to advance, subject 
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to some fluctuations, rather slowly and steadily, at first, 
but somewhat rapidly afterwards. The sterling price of 
silver rose much more rapidly after the middle of 1919,* 
on account of the depreciation of -the dollar-sterling 
exchange, resulting from the removal of the Govern- 
ment support. This continuous advance entailed a pro- 
gressive raising of the exchange value of the rupee, on the 
basis of the rates at which the Secretary of State sold his 
Council drafts, until at last it was raised from Is 44d. in : 
August 1917 to 2s. 4d., in December 1919 per rupee, an 
advance of nearly Is. per rupee in a little more than two 
years. he reason for this rise was that as the sterling 
price of silver rose higher and higher, the bullion value ~ 
oi the rupee exceeded its legal value after certain intervals, 
and the Government acted upon the principle that it could 
not supply large quantities of new rupees at a substantial 
loss, which would have resulted from the maintenance of : 
the sterling value of the rupee at its old level. Moreover, 
if the legal value of the rupee had been maintained at its 
old level in spite of the rise in the price of silver, it would 
have become profitable to melt and export rupees. It 
is true that the Government made it a legal offence to 
melt or export rupees, but while such prohibitions might 
prove useful to some extent as temporary devices, they 
could not have acted as permanent checks upon the demand 
for rupee currency for melting and exporting purposes 


a 


' * See Appendix 5. 
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that would have resulted from a continued and substan- 
tial increase in the intrinsic value of the rupee over its face 
value. It must be admitted that the Government went 
on raising the rate of exchange with considerable reluc- 
tance. At first, for some time, the Government continued 
to sell Council drafts at the old rate, and to bear the loss 
involved by issuing rupees, the bullion ralue of which 
was greater than their legal value on account of the rise in 
the sterling price of silver, so long as the rise was consi- 
dered to be temporary, and the Government raised the 
exchange value of the rupee, only when it became evident 
that the sterling price of silver, far from receding, was 
almost certain to continue to advance for a considerable 


time. 


India’s gold exchange standard,thus, resting on the 
fundamental basis of the conversion of internal currency 
into international currency at a stable rate for remittance 
purposes thus broke down under the stress of the war 
conditions. This, however, took place, not on account of 
any fall in the sterling value of the rupee, but ow.ng to a 
rise in it, resulting from the fact that India’s favourable 
balance of trade could not be substantially adjusted, as 
in pre-war times, by means of the import of precious metals. 
Such a rise in the sterling value of the rupee had never 
been anticipated. All India’s currency troubles in the past 
had arisen from a fall in the sterling value of the rupee 
due tothe decline inthe price of silver. The only danger 
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to gold exchange standard had been apprehended from 
a fall in the excha ge value of the rupee, and. even the 
Chamberlain Commission on Indian Currency and Finance, 
which issued its report only a few months before the war, 
could not envisage the situation that arose during the war. 
Consequently its findings were not at all affected by the 
possibility of a continuous rise in the sterling price of 
silver. Therefore, the admitted responsibility of the 
Government for maintaining exchange at the fixed rate 
was interpreted by ittomeanan obligation to prevent 
the rupee from falling below Is. 4d., and not also to keep 
_ it from rising above it. 


The rise in exchange, and especially the uncertainties 
of the situation resulting from the lack of knowledge with 
regard to the time, when exchange would again be put up, 
imposed considerable hardships upon India’s export trade. 
The Finance Member regretted them, and explained that 
exchange was being raised with great reluctance and 
simply to avoid greater evils. At the same time, he main- 
tained that the prejudicial effects of the rise in exchange 
upon the export trade were largely removed by the abnor- 
mal conditions which prevailed during the war. In the 
first place, while arise in the exchange value of the rupee 
would have temporarily harmed the Indian exporter by 
increas ‘ng his difficulties in competing with the producers 
of other countries, this consideration disappeared during 
the war, when there was no keen competition on the part 
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of the producers of other countries, when the demand for 
India’s staple products was large and unsatisfied, and 
when, on account of the shortage of tonnage, exporters 
were able to export all the goods for which shipping could be 
secured. Secondly, although exporters might be receiving 
somewhat lower rupee prices than they would otherwise 
have done, owing tothe rise in exchange, the actual rupee 
prices obtained by them were materially higher than the 
pre-war prices. And thirdly, India was not the only 
country affected by exchange difficulties. Most countries 
of the world experienced similar difficulties, and in some ot 
them, especially in France and Italy, exchanges diverged 
more from the normal than in India, and in addition were 
subjected to indefinite fluctuations. It must be admitted 
- that there was much truth in the first argument during the 
continuance of the war. But with the cessation of the hos- 
tilities and the gradual re-establishment of normal condi- 
tions, the competition of other producing covutries 
with India has revived, and at the same time India’s 
exchange difficulties, far from diminishing have e¢tually 
increased. India has keen competitors in the export 
of all her products with the exception of jute, and since 
the revival of competition, the rise and fluctuations in ex- 
change have been materially handicapping her in her com- 
petition with the other producing countries, With 
regard to the second argument it should be noted that the 
mere fact that the exporters obtained higher prices than 
those ruling before the war did not necessarily show- that 
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the increase in the demand for their products benefitted. 
them. For, owing to the general rise in prices in India, their 
expenses of production and the cost of living substantially 
increased, and unless it can be proved that the prices obtain- _ 
ed by the exporters for their products were substantially 
higher than the increase in their expenses of production 
and living, it does not follow that they benefitted materially 
from the greater demand for their products. Lastly, 
it is not possible to compare India’s exchange troubles 
with those of other countries such as France and Italy, 
because the conditions were so different and there was 
no common basis for comparison The other countries 
had to import commodities for the conduct of the war 
without any consideration of their prices and quantities, 
or of their effect upon the balance of trade and the foreign 
exchanges, because their very national existence was at 
_ stake. With them the problem was one of an adverse 
balance of trade and a depreciation in the foreign 
exchanges.* The position in India was the reverse, and _ 
high exchange was an obstacle in the way of India’s 


efforts to assist the prosecution of the war, by exporting 
as much war material as possible. 


The actual movements of exchane may now be briefly 
explained. The weakness in exchange from August 1914 
to January 1915 and again from June to September 1915, 


* Cf. Currencies after the War, issued ky the Seoretariat. 
of the League of Nations, 1920. 
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and the sale of reverse Council drafts have already heen 
explained. The demand for Council drafts recommenced 
from September 1915 and continued moderate till the end 
of January 1916. The demand became strong during 
February and March, and a large amount of Council 
bills was sold. Thereafter the demand became more 
mod2rate till the end of October 1916, when the period 
of trade activity began, the demand for Council drafts 
a3sum2d an extraordinary strength and the weekly sale of 
drafts averaged over £ 2 milion. The rupee balances in 
India. however, sank so low that the continuance of the 
sale of the drafts on such a large scale would have involved 
the danzer of falling short of rupees for the redemption of 
currency notes, and of having to declare them inconyerti- 
ble. Therefore, fromthe beginning of 1917 the Secretary 
of State restricted his weekly sale of the drafts, the weekly 
amount, which varied between Rs. 120 and 30 lakhs, being 
fixed from time to time on a consideration of the rupee 
balances in Intia. This limitation of the sale of the Council 
drafts at a time wen the demand for them was very strong 
on account of the defic ency of the alternative methods of 
‘remittances to India, resulted in a divergence bet ween the 
market rate of exchange and the rate at which the drafts 
were sold. It also became clear that the available remit- 
tances might be inadequate for financing - the entire 
export trade, and that therefore the exports urgently 
required for war ‘purposes might be adversely affected. 
Hence, from January 1917 the sale of the Council drafts 
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was confined to certain exchange banks and firms, at a 
fixed rate, on the condition that they must transact business 
with third parties at prescribed rates and apply their funds 
chiefly to financing exports for war purposes. Moreover, 
in order to induce the exchange banks to buy export 
bills in India in excess of their purchases of exchange 
in London, the Secretary of State promised to sell them 
within a year alter the cessation of hostilities, Council 
drafts to the amount of their overbuying in India, at the 
rate at which it had been done, and thus effectively 
insured them against the risk of a loss in the re-transfer of 
the funds to India later, owing to a rise in exchange. This 
Government contro} differed radically from t!e pre-war 
system of a free and unlimited sale of the drafts, but it 
achieved the objects aimed at, namely the provision of 
adequate finance for war exports, and the maintenance of 
the market rate of exchange near the rate of the draits. 
After the cessation of hostilities, this control gradually 
disappeared, the overbuying guarantee was terminated, 
and from September 1919 the pre-war system was resumed, 
so far as the sale of the drafts by open competitive 
tenders, subject to a minimum rate, was concerned. The 
amount of the drafts offered weekly, however, continued to 
be fixed on a consideration of the resources in India and 
the intensity of the trade demand. | 


-. From the beginning of 1916, however, the price of silver. 
‘began to break away from its pre-war level of about 26d. 
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per . standard ounce, and as it rose, exchange also broke 
away from its normal level of 1s. 4d. per rupee, and climb- 
ed after it. In the early part of 1917 the demand for 
remittances,was so heavy that the rate of 1s. 5d. per rupee 
was quoted. The Exchange banks endeavoured to fix the 
rate by an agreement, but failed. Thereupon the Secretary 
of State, as explained above, succeeded in making arrange- 
ments with them by which they agreed to base their trans- 
actions on the rate of 1s. 4id. This rate remained in force 
till the end of August 1917, when it had to be raised-to 
Is. 5d. on account of a further rise in the price of silver. 
In September 1917 the U.S. A. Government established 
control over the trade in silver by prohibiting its export 
except under license. This control somewhat checked 
the tendency of the price of silver to rise. In April 1918 
the rate was further raised to 1s. 6d. but the position was 
stabilised for some time by the purchase of American 
silver . The reserve of the American silver had been held 
at the rate of 1 dollar per ounce and that rate determined 
the price at which the U. S.A. Government sold the 
silver to the Government of India, which agreed not to 
purchase any silver ata higher price solong asthe Pittman 
Act. remained in force . About October 1918 a new 
problem arose. The monsoon failed over large parts of 
India, the exports fell off , especially on account of the 
stoppage of wheat exports, and the demand for remittance 
quickened and considerably exceeded the supply of export 
bills, which had fallen off. The sale of the Council drafts 
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was stopped to remedy the weakness in exchange, but this 
did not suffice, and the sale of reverse Council dra'ts became 
necessary. The problem concerned the rate at which the 
reverse drafts should be sold. In pre-war times, when the 
intrinsic value of the rupee was less than 1s.4d_ the problem 
was-simple, and the reverse drafts could be sold promptly,: 
on the appearance of weakness in exchange, at the rate of 
is. 532d. But, im the conditions brought about 
by the war the -prohlem was. difficult. The Government, 
however, ultima‘ely decided to ma‘ntain the stability of 
exchange at the rate then exist ng and began to sell imme- 
- diate and deferred reverse telegraphic transf rs at the rate 
of Is. 5sid. andis. 6,.d. respectively. This decision 
of selling reverse drafts about the rate of exchange 
prevailing at the time of the sale was adhered to with the 
subsequent increases in the rate. In uay 1919, the U.S. A. 
and Home Governments withdrew the control over the 
silver market, and after that date, mainly owing to the 
exceptional demands from China, the price of silver 
advanced rapidly, and in the middle of December stood at 
78d. per standard ounce. The other cause, mentioned 
above, of this enormous rise in the price of silver in the 
London market viz. the depreciation of the dollar-sterling 
exchange became also operative. During the war the 
British and American Governments supported the sterling 
exchange on the U.S.A. at $4. 76 to the pound sterling. 
This support was withdrawn in March 1919 and after that 
date the dollar-sterling exchange declined heav ly against 
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London. As the U.S. A. is the main source of the world’s 
_ supply of silver, most of the payments for the metal must 
ultimately be made in that country. Hence the sterling 
price of silver takes account of the condition of the dollar- 
sterling exchange, and any rise or fall in that exchange 
affects the price of silver in the London market. Thus, 
a fall in the London-New York exchange has the effect 
of raising the sterling price of silver in London, although 
its gold price as measured in dollars may remain unchanged. 
Along with this rapid rise in the sterling price of silver, 
the rate of exchange also climbed up with the same rapidity. 
In may 1919 the rate was raised to 1s. 8d., in August 
to 1s.10d., in September to 2s., in November to 2s.. 2d. 
and in December 1919 to 2s. 4d., when the report of the 
Smith Currency Committee was issued. The rapidity of 
the advance in the rate was staggering, as within 8 months 
the rate rose from ls. 6d. to 2s. 4d. and dislocated the 
export trade. 


Attention may now be turned to the internal aspect of 

- the currency and exchange difficulties, which was intimately 
connected with the external aspect, which has been so far 

explained. The huge war disbursements on behalf of the 

Home Government grew larger with the progress of the 

war,and necessitated the issue of large amounts of currency, 

The recovery of the disbursements covered the require-. 

ments of the Secretary of State several times over, and 

rendered it unnecessary for him to sell Council drafts, ‘so. 
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far as his requirements were concerned. But, as seen 
above, he had to sellthem in large amounts for trade pur- 
poses and the encashment of the drafts in India also nece 
ssitated the issue of currency in large amounts. It was seen 
in the chapter on Ways and Means how enormous the total 
disbursements of the Government of India became. They 
were made to some extent out of the revenues and the pro- 
ceeds of the war loans, but to a far larger extent by putting 
into circulation some gold and large volumes of silver and 
paper currency, and by the creation of credit. This 
was the main cause of the continuous upward movement of 
prices in India to be examined later. The disbursements 
could be made out of the revenues and the proceeds of the 
war loans to a limited extent only,and therefore a large part 
of the disbursements could be made only in three ways, 
by the issue of rupees, gold and notes. The Government 
did issue gold coin and bullion at those times when the 
strain upon the rupee balances became specially severe. 
But the issue gave little relief, because the Government had 
no large stocks of gold, the import of gold was considered 
prejudicial to the interests of the Empire, and whatever 
issue was resorted to, was made in a piecemeal and half- 
hearted fashion, with the result that the premium upon gold 
immediately drove gold coin out of circulation. Under the 
currency policy pursued by the Government, the issue of 
gold coin was an emergency ration rather than a currency 
medium, and could not be otherwise. The issue of notes 
was resorted to as far as possible, even much beyond the 
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limits of prudence. But, there were ‘obviously definite 
limits to the issue of notes, especially in India. The issue 
was chiefly limited in two ways. Firstly, it depended largely 
upon the extent to which the supplier of goods or services 
was prepared to accept them. The supplier in the country 
districts was generally not very willmg to acccept notes, 
and became especially unwilling to do so when they went 
to a discount. Secondly, the Government had to endeavour ~ 
to keep an adequate metallic reserve to enable it to cash 
them on demand. Any effort on a large seale to force notes 
upon the public would have shaken its confidence in 
Government credit, and would have resulted ina serious de- 
preciation of tke notes and inflation of prices. The Govern- 
ment asa matter of ‘act, did overstep the limits in a 
substantial degree. As will be seen presently, the metallic 
backing of the notes became imadequate, the facilities 
for their redemption had to be curtailed, they went to a 
discount, and in some cases their issue practically 
amounted to a compulsion to accept them. However, the 
passing of these limits beyond a certain degree would 
have produced a, catastrophe, and therefore the Govern- 
ment could not_go beyond a certain point in the issue of 
notes, without incurring grave dangers. 


Thus, in making the huge disbursements, the issue 
of gold gave little relie’, and the issue of notes could not 
be resorted to beyond a certain point, without inviting a 
financial breakdown. It therefore becomes evident that the 
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only cours? for the Governnzait wis to iss1e rupees in'im- 
mense quantities. The pressur> of the enormous disburse- 
monts fell very largely upon the rupee balances, wh ch were 
being constantly depleted. If these balances had fallen 
below a certain minimum, the inconvertibility of the note 
issue would have been inevitable, and the whole financial 
ssructure of the country would have felt its ha mful effacts. 
It was essential for the Government, therefore, to go on 
purchasing large quantit es of silver, coining them into 
rupees, and replenishing the constantly diminishing - 
balances, so as to keep them up at the minimum consistent 
with sa‘ety, and to ward off the threatened inconvertibility 
othe note issue. The Secretary of State with the resources 
transferred from India to England, by means of the recover 
ies of the war disbursements, endeavoured to purchase 
as much silver as possible. But, as explained above, the 
circumstances were very unfavourable. However, in spite 
of the difficulties, the Secretary of State succeeded in 
purchasing and remitting to Ind a large quantities of silver 
from 1916-17, as shown by the following figures :— 


World’s Production of Silver, its net Import; into India, and prise in London. 
Prs-wir 1914- 1)15- 1916- ° 1917- 1918- 1919- 
16 17 i8 19 


average 15 29 
1903-10 
to 
: 19 13-14 hae % 
World’s production .. notes 
(million ounces) Zo 161 18)... 164 164 180 17 
Net {np orts iato India 62 iste) 33 92 75 237* 1137 
(million ounces) : 
Price of silver oa, ee 29, 2313 «Sli 40% 47% 6534 
(pence per ounce in 
Ton ton) 


* Includes imports from the U. 8. A. under the Pittman Act. — 
Table 28, 


294 


These large imports, however, did not suffice to meet: 
the needs of the Government of India which had. to pass. 
through a silver crisis in 1918, when its rupee balances sank 
very low, and had it not been for the timely assistance 
of the U. 8. A. Government, which sold large amounts of 
silver out of its reserve to the, Government of India, the 
inconvertibility of the note issue could not have been 
avoided, and a serious financial crisis would, in all probabili- 
ty, have followed. Therefore the position of the Government 
balances and the strain imposed upon them by the enor- 
mous disbursements may now be examined. 


At the outbreak of the war, the Government held 
a very large stock of rupees amounting to about Rs. 40 
crores, and after the declaration of the war the issue of gold 
was stopped, and the reserve of £ 10 million of sovereigns 
was conserved for future necessities. During the 
early part of the war, it was unnecessary to increase this 
large stock of rupees at the cost of the*Government gold 
reserve in London, and it would have been unsafe to do so, 
because the real danger lay in the possibilities of a weak- 
ness in exchange, and the future needs for disbursements: 
could not have been foreseen and provided for. About 
January 1916 the sale of Council drafts became large, 
but the rupee balances were still exceptionally strong, 
and no strain was felt by the balances, until the slack 
season reduced the sale of Council drafts. The Govern- 
ment, however, perceived the shadows of the coming events 
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and in February 1916 pointed to the Secretary of State 
the desirability of his resuming the purchases of silver. 
The purchases then began, and continued on a large scale 
in spite of the rise in the price of silver. During the busy 
season of 1916-17 the sale of Council drafts became very 
large and the strain upon the balances became very consi- 
derable, as will be seen from the fact that during 1916-17 
the net issues of rupees to the public amounted to no less 
than Rs. 35 crores. However, large quantities of silve 
were purchased and coined, the balances were replenished 
to some extent, and a silver crisis was avoided, thoughr 
not without some difficulty. 


The silver position, however, became very grave during 
the busy season of 1917-18. The net issues of metallic 
currency to the public from the commencement of the 
financial year 1916-17 to the end of February 1918 including 
8 crores ( over £5 million) of sovereigns, reached the 
tremendous figure of Rs. 67 crores. The Secretary of 
‘State continued to purchase as much silver as possible, 
but the circumstances already explained made it impossible 
for him to obtain more than a limited quantity in the open 
market. The rupee balances sank lower and lower, and 
were brought down to under 103 crores by the end of March 
1918. To add to these difficulties the news of the reverses 
sustained by the Allied armies in Europe brought a run upon 
the paper currency offices. Every ounce of silver that 
could be got hold of was poured into the mints, and the 
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thin flow oi rupees was supplemented by an issue of sove- 
reigns and gold mohurs. These measures, however, gave 
no relief, by the end of the first week in June the rupee 
balances dwindled to insignificance, amounting to little 
more than four crores, and the convertibility of the note 
issue hung in the balance. The complete suspension of 
rupee payments in a population of which 94 per cent was 
illiterate, at a time when the military situation was critical 
in Europe, would have been most disastrous ‘or the credit 
of the Government , and would have given a serious set- 
back to India’s war efforts. . 


In its hour of need, the Government of India turned 
to the U.S. A. the great storehouse of silver. In February 
1918 Lord Reading, the British Ambassador at Washing- 
ton, assisted by Sir James Brunyate, formerly Financial 
Secretary to the Government of India, represented to the 
Gove nment of the U. S. A. the serious set-back which 
India’s war efforts would receive from the suspension of 
specie payments, and appealed for assistance. The U.S. 
A. Government had been anxious about the payments in 
silver for their heavy purchases in India, and sold to the 
Government of India 8 million ounces of slver which 
helped to turn the tide. Far greater relief, however, was 
essential, and the U. 8. A. government turned to the huge 
reserves of dollars held by it against its silver certificates. 
The Congress therefore pas:ed the Pittman Act as a war 
measure of national importance, by which the Government 
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was authorised to withdraw the silver certificates 
and to borrow from the treasury the larger portion’ 
of its dollar reserve. India was to receive 200 million 
out of 270 million fine ounces to be obtained by melting 
down 350 million dollarz. However, the solut‘on of the 
problem regarding the price, which the Government of 
India should pay, proved difficult. Its representatives 
were unwilling to pay more than 85 cents per ounce, the 
price at which the arnval piccucticn ef the country 
could have been acquired. Many members of Congress, 
especially those belonging to silver-producing states, de- 
manded that the old ratio value of $1.29 per ounce should 
hold good. At last a compromise was arrived at, and 
it was decided to fix the price at a dollar per fine ounce, 
together with 14 cent for mint charges, the U. 8. A. 
Government thus receiving $ 1.015 per fine ounce. 


The news in India about the middle of April that the 
U. 8. A. Government was arranging to help the Govern- 
ment of India relieved anxiety. By the beginning of July 
large consignments of silver under the Littman Act began 
to reach India, the rupee balances tegan to improve, and 
by the end of September they rose to 12} crores. With 
the advent of the busy season, however, the issue of rupees 
exceeded the coinage, and by the end of November the 
rupee balances fell to 8, crores. But special measures 
were taken to increase the mints’ production, and a system 
of double shifts was in roduced with the result that towards 
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the end of February 1919 the rupee balances stood at 13 
crores. In 1919-20 the issue of rupees in the busy season. 
was substantially smaller, the output of the mints was. 
large, there was no currency crisis, and at the end of 
February 1920 the rupee balances amounted to 144 crores. 


Attention may now be directed to the part played by 
gold. The Fowler Currency Committee of 1898 recom- 
mended the establishment of a gold standard, with a gold 
currency and a gold mint in India. The Government of 
India at first endeavoured to carry out these recommenda- 
tions, but meeting with the opposition of the Secretary 
of State and the English Treasury, it abandoned the efforts, 
and developed a gold-exchange standard, without a gold 
currency and a gold mint. Indian economists held that in 
India’s interests the recommendations of the Fowler Com- 
mittee should be carried out. The Government, however, 
expressed the opinion that the gold-exchange standard 
was the best for the country, that the circulation of gold 
would be wasteful, and that a gold mint was unnecessary- 
The Chamberlain Commission of 1913 gave its support to. 
this policy. Before the war, therefore, the Government 
had fully committed itself to the policy of the continuance 
of the gold-exchange standard under which rupees and notes 
were the media of circulation, and the Government under- 
took the responsibility of conyerting this internal currency 
into international currency, namely gold and vice versa. 
at a stable rate of exchange for the purpose of international 
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payments. The circulation of gold was checked as far as. 
possible, on the ground that it was wasteful, and hence 
a gold mint was not required. The stress of war condi- 
tions, however, involved a twofold breakdown of the. 
gold-exchange standard, and revealed the weakness of 
this policy. On the one hand, the Government could not 
fulfil its admitted responsibility of converting the internal 
currency into international currency and vice versa for 
international payments at a stable rate of exchange. On 
the other hand, it could not deal adequately with the. 
problems of internal currency, there was a serious silver 
crisis of which neither the Government nor the Chamberlain. 
Commission dreamt before the war, and the position would 
have become untenable but for the timely assistance of the 
U.S. A. The Government, therefore, turned to carry-out 
the recommendations of the Fowler Committee, which it 
had rejected before the war, and which Indian economists. 
had supported in vain. 


In the early part of the war, the pre-war policy of taking 
measures to economise the issue of gold was continued.. 
At the beginning of the war, as explained before, the issue 
of gold to private persons or firms was stopped. From 
June 1917 all imports of gold on private account were 
acquired by the Government under the Gold Import Ordi_ 
nance, later converted into an Act, and were added to the 
Paper Currency Reserve, an equivalent amount of notes 
being issued to the importers. Again in 1917-18 under 
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an agreement betwen the Indian, Home and Japanese 
Governments, the Government of India received a part of 
the gold from the Indian and South African mines which 
had been stored in Bombay to avo:d the submar ne danger, 
and which belonged to the Bank of England, placed it in 
the Paper Currency Reserve, and issued an equivalent 
amount of notes to the represertatives of the Japancse 
Government in Inda. But, when the rupee balances 
began to be unduly str. ined, the Government of India had 
to abandon its general policy of discouraging the circula- 
tion of gold, and endeavoured to relieve the strain on the 
rupee balances during 1917 and 1918 by issuing sovereigns, 
selling gold bull‘on and taking steps for the establishment 
of a gold mint, as a large portion of the gold acquired under 
the Gold Import Ordinance and Act consisted of foreign 
coins and bars, and therefore could not be used for currency 
purposes. Sovereigns were issued chiefly in Northern 
India for the purchase of wheat and other agricultural 
products. Most of the gold bullion that was sold came from 
the remaining portion of the quantity that had been held 
in Bombay on behalf of the Bank of England, which was 
paid for it from the Reserve in London. The negotiations 
for a permission to open a gold mint in Bombay as a branch 
of the Royal Mint for the coinage of sovereigns were long 
drawnout. The British Treasury had opposed the proposal 
before the war, and even in the altered circumstances was 
not very favourable to it. Many difficulties had to be 
overcome, but the Government of India could not wait. 
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Therefore, it resorted to the temporary expedient of getting 
some of its gold coined into sovereigns in Australia on 
its behalf. An Act was passed in 19!7, which was to 
continue for six months after the end of the war, and which 
provided that a part of the Paper Currency Reserve might 
be held in any part of the British Empire or in transit there- 
from. This arrangement, however, proved troublesome, 
expensive and yet inadequate. Therefore, another tem- 
porary measure wastakea. Adistinctive Indian gold coin - 
of the value of 15 rupeés, the Mohur, was coined under 
an ordinance passed in June 1918 and later converted into 
an Act which was to continue in force for six months after 
the end of the war. The weight, fineness and size of the 
Mohur corresponded exactly with those of the sovereign. 
The only difference between the two coins was with regard — 
to the designs which they bore. At last, all the difficulties 
m.the way of the establ:shment of a branch of the Royal’ 
Mint in Bombay were overcome, sovereigns began to be 
coinedfrom August 1918, and the further coinage of mohurs 
was stopped. The Roya! proclamation establishing it did 
not mention any time limit, and in April 1919 the branch 
was closed, and the coinage of gold was suspended, on the 
ground of the difficulties in obtaining the necessary staff. 
All these devices for relieving the strain on the rupee 
balances and the straits to which the Government was 
reduced in achieving this object. showed the inability of 
the gold-exchange standard to withstand the strain of 
difficult times, at least so far as India was concerned. 
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The sovereigns issued by the Government immediately 
passed out of circulation. Nothing better could have 
been expected under the circumstances. The use of gold 
was bound up with the religious and social customs of 
the people, which could not be altered by any number of 
ordinances and acts. Yet during the war the country 
was almost starved of the yellow metal. Consequently, 
gold was at a considerable premium, and sovereigns became 
simply commodities, and not currency. Moreover during 
the war sovereigns were issued in a piecemeal fashion, 
without any definite and consistent policy, at those times 
when the apprehensions of the illiterate people had been 
aroused by the inability of the Government to meet the 
demand for rupees. Lastly, it should be pointed out that 
the absorption of gold coin and bullion during the war was > 
far less than before the war. The following figures bring 
this out :— 


[ Table. 
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Although dealings in sovereigns above their face value 
were prohibited from August 1918, the internal price of gold 
advanced, until in August 1979 it stood at Rs. 32 annas 12 
per tola, on account of the absence of any substantial addi- 
tions to the stocks of gold held by the public in India. 
In order to reduce this internal premium on goldand to 
pave the way toa return to a free ¢ ol 1 market, the Govern- 
ment began, from August 1979, fortnightly sales of a part of 
the gold acquired directly and through private importers, 
from England, Australia and the U. 8. A., after the resto- 
ration of freedom to the markets for South African, 
Australian and American gold, in the middle of 1919. 
The sales were continued til August 1920, and brought 
down the price of gold to Rs. 20 per tola, but when the 
sales were stopped, the price again firmed up, and stood at 
Rs. 28 per tola, towards the end of the year. 


The absorption of gold and silver com and bullion 
during the war gave rise to considerable adverse criticism 
on the part of some Western writers, who asserted that 
during the war India fully maintained its pre-war repu- 
tation for being, from the birth of international commerce, 
the receptacle or sink for the precious metals of the civi- 
lised world. Now, it must be admitted that before the 
war the absorption of the precious metals was considerable. 
This cannot be denied in the face of the facts that during 
the last twenty-five years the net imports of gold have 
been equal to the world’s production for two years, and 
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that during the same period the imports of silver both on 
private and Government account have taken up the world’s 
production for eight years. But, it is unfair to compare 
India with any of the Western countries in this respect, 
because the circumstances of the former are peculiar. If 
they are taken into account, India’s so-called folly in the 
-absorption of the precious metals will appear to be far less 
than itis usually made out to be. In the first place as Mr. 
Shirras points out, India has 15 times the area and 7 times 
the population of the British Isles. To cover this vast 
area, and to meet the needs of this vast population large 
amounts of currency are naturally needed. Secondly, 
the means of communication in India are far less developed 
than in any western country. Therefore, the velocity oi 
the circulation of its currency is much slower, and conse- 
quently much larger quantities of currency are required. 
Thirdly, it should be remembered that 94 per cent of the 
population is totally illiterate as compared with 1.6 per 
cent in Scotland, 1.8 percent in England and Wales, 
and 17.4 per cent in Ireland. As mentioned above, the 
social and religious customs of the people are bound up 
with the use of the precious metals, and they éan 
be altered only by the solvent of education and not 
by any number of decrees. Fourthly, India suffers from 
the almost complete lack of a banking system. Thus, the 
country, although possessing 15 times the area and 7 times 
the population of the British Isles, has only 93 per cent of 
the number of Banks, 4 per cent of the number of branches 
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and 6 per cent of the deposits, in the British Isles,* 


Every one living outside towns is his own banker, and 
whereas # of the people in England and Wales 
live in towns, in India ? of the people live inthe country. 
Added to this, the economic instability of the country 
owing to its almost entire dependence upon agriculture 


and the vagaries of the monsoon renders it necessary for 


the people to save against recurring periods of scarcity, 
and in the absence of a banking system, the saving can 
take the form of hoarding only. If the head of each 
household hides away only two rupees per annum per 
member, this would mean a hoarding of about 63 crores 


of rupees every year. 


During war time the operation of these normal! factors 
was supplemented by that of fresh and peculiar ones- 
In the first place, there was the most important factor 
in the shape of the huge disbursements of the Government 


of India, the effect of which has been already examined.. 


Secondly, owing to the contraction of imports, the currency 
distributed in the country districts for the purchase of 
produce flowed back to the commercial centres to pay 
for the imports in much less quantities than in pre-war 


times. Thirdly, owing to the serious reduction of the 


import of gold and silver on private account till June 1917, 
and its prohibition thereafter, the precious metals necessary 
for ornaments were found by melting down coins. Lastly. 


* See Shirras, Indian Finance and Banking, p. 10. 
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the depreciation of the paper currency in the country 
districts, made people more eager to obtain and keep 
metallic currency. However, in spite of all these factors, 
India’s absorption of gold and silver coin and_ bullion, 
came to Rs. 165 crores during 1914-19 as compared with 
Rs. 224 crores in 1909-14. 


The development of paper currency may now be 
exammed. As explained before, the dislocation of 
trade, the loss of confidence and the panic resulting 
from the outbreak of the war brought about a run on 
the currency offices for the redemption of notes. However, 
the Government soon restored public confidence by cashing 
ireely the notes presented, and even increased the facilities 
for encashment. The Chamberlain Commission had 
pointed out the possibilities of a rapid expansion of the 
circulation of notes by means of increasing the facilities 
for their conversion into rupees, and had recommended 
that the Government should increase, whenever possible, 
the number of places at which notes could be redeemed as 
of right, as well as the extra-legal facilities for encashment. - 
Therefore, after the restoration of public confidence 
the Government revised its rules and regulations relating 
to the issue and encashment of notes at its treasuries, 
and laid down that every endeavour should be made to 
meet the requirements of the payee regarding the form 
of currency which he wanted, and that all applications 
for the exchange of coin for notes or vice versa should 
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ordinarily be met. Measures were taken to secure the 
convertibility of notes not merely at currency offices, 
‘ but also at district treasuries and at many of the branches 
of the Presidency banks. These facilities were made 
real and efiective by suitable arrangements for the 
supply of the necessary coin. The result was a phenomena] 
expansion of paper currency, which created a fresh record 
every year. The following figures show that the gross 
and active circulations between 31st March 1914 and 1919 
increased by no less than 132 and 168 per cent respectively, 
and that they increased much further by31st March 1920:— 


Circulation of notes in erores of rupees. 
31st Gross Notes held Net circu- Notesheld Notesheld Active 
March circu- in Reserve lation. inGovern- in Presidency ciren 
; lation. Treaguries. ment trea- Bank head lation. 


suries other . offices. 
than reserve 


Treasuries 
1912 61 5 56 2 8 45 
1913 69 a 56 3 6 47 
1914 66 7 59 3 6 50 
1915 62 6 56 3 9 44 
1916 68 4 64. 4 ef 53 
1917 86 “4. 82 3 12 67 
1918 100 Bie ey, 98 4 10 84 
1919 153 3 150 4 12 134 
1920 174 By 173 ae 154 
Table 30. 


In a country such as India, where the cheque is not 
likely to be used in the country districts for a long time to 
come, a steady increase in the circulation of notes is very 
desirable. Therefore, the expansion of paper currency 
as shown above was satisfactory so long as it was voluntary , 
‘backed by adequate metallic reserves, and freely convertible 
at its face value. But nothing is so dangerous as to force 
the pace of its expansion. This was what happened 
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~ in India from 1917 onwards, although she sinned against 
the light to a less extent than most other countries did. 
From that time her circulation of notes began to be inflated 
and became unhealthy. By that time, the Government 
had to make heavy military payments and other war 
disbursements, gold was unobtainable, silver was obtainable 
in hmited quantities only, the rupee balances had become 
overstrained, the absorption of the precious metals had 
increased. The result was that the Government began the 
process of meeting a part of the expenses of the war by 
producing currency by means of the printing press. An 
official publication describes it as “‘a very rapid expansion 
in the country’s readiness and capavity to utilise paper 
money.”* In the first place, the circulation of notes ceased 
to be voluntary. The movement of the crops was now 
financed by means of notes instead of rupees, as had been 
the system thitherto. The cultivator had either to 
accept notes in payment of his produce or to allow it 
to rot in his fields. The Finance Member admitted that 
this process was not voluntary. Secondly, the facilities 
given in 1915 for the free encashment of notes in the district 
treasuries and branches of the Presidency banks were 
withdrawn. The rupee balances were concentrated in the 
head currency offices, where the redemption of notes was 
compelled by law, and to prevent the balances in these 
offices from being drawn out, the booking of specie by 


* Statement exhibiting the Moral and Material Progress of 
India 1919 p. 57. 
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rail and steamer and the transmission of it by post was 
made a legal offence. The notes thus became inconvertible 
except in the three Presidency towns. Later, in January 
1919 even at the currency offices the daily issues of 
rupees to single tenderers of notes were limited to a figure 
which satisfied large demands only in part and only small 
demands as a rule in full. The usual consequences, namely 
the depreciation in the value of the notes followed. They 
could not be converted into rupees without an appreciable 
discount, especially in the country districts. The Finance 
Member admitted that this imposed considerable hardships ~ 
upon the cultivators, who became more reluctant than ever 
to part with rupees, whenever they got hold of them, 
and this increased the currency difficulties of the Govern- 
ment. Thirdly, notes of Rs. J] and 24 were issued in 
‘December 1917 and January 1918 respectively, against the 
currency principle that the denominations of notes should 
not be low. Moreover, the notes were printed on very 

bad paper, with the result that agriculturists 
- suffered a considerable loss, whenever they were damaged 
by water or destroyed by white ants and rats,—important 
considerations in India. The reluctance of the cultivators, 
therefore, to accept these small notes was greater, and 
their circulation to a substantial amount was simply 
the result of their being forced upon the cultivators. 
Fourthly, the metallic portion of the reserve against the 
notes continually diminished, while the invested portion 
increased. Before the war, the Indian paper currency 
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‘system was based upon the principle of the note issue 
of the Bank of England laid down by the Bank Charter 
Act of 1844, with the modification that the fiduciary issue 
was increased by the investment of a portion of the 
metallic reserve, when the proportion of the latter to the 
total of the notes in active circulation hadshown, over a long 
~ period, a position sufficiently strong to justify an extension 
of the invested portion, and a corresponding reduction 
of the metallic portion of the reserve. At the outbreak 
of the war, the fiduciary portion of the reserve against 
notes was restricted to Rs. 14 crores, and for every note 
issued beyond this sum a_ corresponding amount of silver 
or gold had to be kept in the reserve. Now, whether the 
Bank Charter Act of 1844 imposed needless restrictions 
upon the note issue in England, or not, it appears that in 
India, where popular confidence in the note issue was 
not firmly established, the adherence to the principle 
underlying the Act was essential, to serve as a check to the 

inflation of paper currency. However, during the war 
tb was abandoned, and the fiduciary portion of the reserve 
continually increased. It was this device, which chiefly . 
led to the inflation of the paper currency, and made 
it in effect a forced loan from the Indian public free of 
interest. A number of Acts were passed , which, one after 
another, increased the permissible limit of the invested 
portion of the reserve. 
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The permanent invested portion of the reserve: 
before the war consisted of Rs. 10 crores Government 
of India securities and 4 crores sterling securities. 
During the war, the investment in British Treasury bills 
came to nolessthan Rs. 81 crores. The Finance Member 
explained that this investment was the next best thing 
to the ear-marking of gold in London, which was considered 
impossible during the war in the interests of the Empire. 
However, the actual process, from the point of view of the: 
inflation of currency, came to nothing better than this. 
The Home Government went on printing treasury bills: 
and handing them over to the Secretary of State in pay- 
ment of the war disbursements made on its behalf in India. 
Against these bills, the Government of India went on 
printing notes and issuing them to the public by way of 
the disbursements on behalf of the Home Government.. 
The process cost both the Governments nothing beyond 
the cost of paper and printing. The result was that all 
limit to the inflation of the note issue was removed. 
Towards the end of the war the Government of India went 
further. Instead of depending upon the Home Government 
for the printing of the bills, which went to form its paper 
currency reserve, it began to print its own bills for this 
purpose. On the one hand, it printed bills and kept 
them, on the other, it printed notes and issued 
them, and the former formed the reserve against the latter.. 
The investment of Rs. 6 crores of the Reserve in Indian 
Treasury bills in 1918-19 had simply this significance. 
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This process was continued in 1919-20, and currency 
notes were issued against investments in Indian Treasury 
bills, amounting to Rs. 3! crores. Even the Finance 
Member deprecated the process. ‘* None of us can pretend 
to any affection for that form of investment into 
_which our necessities have recently forced us. 1 mean 
the purchase of our own ‘Treasury Bills.” To give an 
exact idea of the extent to which the process of increasing 
the fiduciary portion of the Reserve was carried. on, it 
may be pointed out that it amounted to 366 and 647 per 
cent on 3lst March 1918 and 1919 respectively, above 
the pre-war average. Its composition on 3lst March 
1919 was as follows :— , 


Investments of Paper Currency Reserve cn 3ist March 1919 in crores 


of Rupees 
tn England. Amount Purchase 
price. 

24% Consolidated Stock .. =a « 3 Gre 1.50 1.28 
British Treasury Bills 82.59 81-22 
Tanda. =. . re are ‘a es oF as 
34% loan of 1842-3 age << e ee ae 8.16 8.0 
3% loan of 1896-7 .. a a ag ¥ “r 2.05 2.0 
Indian Treasury Bills e Ee a tee = 6.40 6.08 

Total os Se eee as 100.70 98.57 


Table 33. 


As a result of the increase in the fiduciary portion 


of the Reserve, its metallic portion went on diminishing | 


until on 31st March 1919 it formed 35 per cent of the total 
yeserve, aS against the pre-war quinquennial average 
of 78 per cent. In addition to this remarkable 
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reduction, legislation had to be passed in September.1918 
to enable the Government to regard silver held in the 
U.S. A. or in transit therefrom as apart of the metallic 
reserve. However, the composition of the Reserve 
improved towards the end of 1919-20, and on 31st’ March 
1920, the metallic portion of the Reserve formed 50 per 
cent oi the total Reserve, and, although the investment in 
Indian ‘Treasury bills increased by Rs. 34 crores, 
_a reduction of Rs. 15 crores was effected in the holding of 
British Treasury bills. The composition of the fiduciary 


portion of the Reserve was as follows :— 


Investments ef Paper Currency Reserve cn 31st Marck 1920 in crores 


of rupees. 
* Nominal Cost 
Value price 
In rupee securities 
33 per cent. loan of 1842-43 a ag ae se 8.2 8.0 
3 per cent. loan of 1896-97 id ny fx BE, 2.0 Se) 
Indian Treasury Bills 5 a ore es os 10.1 10. 0 
In sterling securities 
2% per cent. consols oe be a ‘ 1.5 1.3 
British Treasury Bills = i te “a va 65.0 65.0 
Total ve a: oe: vs 86.8 86.3 
Table 34 


Moreover, the danger of making too much of the 
inflation of paper currency, which has been above dealt 
with, ought to be avoided. Therefore, in fairness to the 
Government of India it should be explained that in this 
respect it sinned against the light less than the Govern- 
ments of most of the advanced countries 
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This fact is brought out. by the following table :— 


Notes in circulation of the World’s Great Banks etc.* 


Return Increase 
just prior £ feet 


£ to war,£ 
1919 mnillion Million 
Bank of 
Denmark oe ce .. sept.30 25.312 8.693 16.619 
England Pas we ee LOL AD 83.705 rah ek lef 54.388 
Currency oh 5 .. Oct. 15 338.436 — .. 338.437 
Notes SSS TS 
Total .. ie ae 422.141 29.317 392.824 
Sane he ad ae .. Sept. 23 1883 .467 88.740 1794.727 
Belgium ; a .§ Oct.. 9 187.718 64.594 123.124 
Franze.. ar oe a OCu AG 1471.977 236.476 1235.56 
Germany are is .. sept .30 1489 .205 94.454 1294.660- 
Holland oe A PO cts? 14 84.648 25.870 58.778 
Italy .. rie bs - eAMP cod: 414.091 66.445 347.646 
Japan =. i Se -- Sept. 6 102.821 31.254. 4712567 
Norway a 5% OC nee 24.468 6.608 17.810- 
Spain: .. Pe ae .. Oct. 11 151.676 76.760 74.916 
Sweden. . as Re OO Cus 39.540 11.456 28.084 
Switzerland se wOChuir’ 36.987 10.716 26.181 
Wires As Ae ae .. Aug. 1st. 734.457 500.985 233.472 
Total Ae ae aos a. 7068.418 1252.539 5815 .909- 


Table 35. 

Having examined the growth of the rupee and paper 
circulation, we may proceed to consider the general aspects 
of the process of inflation, and its effect upon prices in 
India. The Federal Reserve Board of the U. 8. A. defines 
inflation as “‘the process of making additions to credits 
not based upon a commensurate increase in the production 
of goods.’’But, the failure to reduce credits commensurate to- 
a decline in the production of goods will produce the same 
efiect upon prices, and should therefore be rightly described 
as inflation too. In most JHuropean countries, the 
production of goods decreased during the war, while the 
volume of the means of payment increased enormously. 


* Spalding, Foreign Exchange and Foreign Bills, p. 223. 
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But the effect of the former cause upon prices, was far less 
than that of the latter, because, whereas the production 
of goods diminished by 20 or 30 per cent at the most, 
the total means of payment increased by 200 or 300 per cent 
at least. In the case of India, however, the production 
of commodities continued to increase during the war, 
as in the case of the U.S.A.* Mr. Shirras calculates that the 
production in India increased 30 per cent by 1919, as 
compared with the average figures for 1911-13.+ Therefore, 
the efiect of the increase in the means of payment in India 
upon prices was neutralised to this extent, and the above 
definition of inflation is adequate in this case. 


In order to finance its own war expenditure and also 
that on behalf ofthe Home Government, the Government 
of India required sufficient means of payment. It secured 
them partly from higher revenues resulting from enhanced 
taxation and from loans, representing the actual savings of 
the community, and partly by an artificial creation of pur- 
chasing power. This latter method, in European countries 
took two forms, the issue of bank notes or state paper 
money for the benefit of the Government, and the creation 
of large bank credits in its favour, to be used as means of 
payment. The credits were transferred by government 
expenditure to the bank balances of the persons to whom 
they were paid. The total bank balances thus increased, 


* See Fisher, Stabilising the Dollar, pp. 20-1. 
t Indian Finance and Banking, p. 232. 


318 


and as the proportion between the payments made by 
currenccy and those made by cheque’ remains nearly the 
same over long periods, the customary ways of payment 
of a country altering themselves very slowly, the banks 
needed more currency to pay to their customers. The 
government had therefore to create more currency for the 
use of the banks, and the expansion of currency and bank 
credits went together. In India, the process was somewhat 
different. The Government possessed the monopoly 


of note issue, and this it used directly for providing itself 


with means of payment, while the more or less direct 
creation of bank credits in its favour was inappreciable. 


Even the means secured by the government in 
Kuropean countries from taxes an@ loans did not all consist 
of real savings. The loans were sound so far as they were 
paid for by the savings of the investing public, but they led 
to inflation so far as they were subscribed to by banks 
or bythe pubic with the aid of the advances made by the 
banks. High progressive taxes on income and capital, 
especially those levied on businesses, also caused inflation 
so far as they were paid with the assistance of the banks.* 
The war loans in India did involve some inflation, 
because a part of them was taken up by -the banks 
and by their customers with their aid, and was paid for 
by means of bank credits. But, the increase in taxation 
does not appear to have brought about any inflation, 
because the increase was much less than in many European 


« Dr. Cassel explains this fully in his memorandum to the Interna- 
tional Financial Conference, 1920. 
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countries. The rates of the income tax and super-tax were’ 
much lower, and the excess-profit tax was levied only for a 


year in 1919-20, andthey do not appear to have hit busi- 
ness firms so hard as to take away the profits urgently . 


needed for the developments of the businesses, and to- 
force them to seek the assistance of the banks for the 
purpose. 


All this creation of the means of payment increased 
the buying capacity of the government, without taking: 
away a corresponding buying capacity from the public. 
The total buying capacity in the country thus increased 
without a commensurate increase in the goods to be bought, 
and hence a general rise of prices resulted. This is the 
real and only cause of the rise in prices, and the other causes 
usually given are not independent, but are merely derived 
from this fundamental one. The following tables bring out 
the extent of its operation. 


Net Absorption of Currency in Grores of Rupees. 


Pre-war 1914- 1915- 1916- 1917- 1918- 1919-- 
Average 15 16 4 le 18 19 20. 


1909-10 
to 1913 
-14 
Sovereigns a F 61070908 72485-05407 ..1:°37 11.64 5. 2h -3530 
Rupees and half-rupees .. 8.78 -6.7010.40 33.81 27.86 45.02 20.0% ~ 
Sibsidiary coins ai .. 0.62 -0.21 0:36 0.97 0.99 2.78 0.53 ~ 
Currency notes Se .. §3.39 -3.43° 7.87 18.18 15.48 51.70 23.03 
Total af ., 23.73 -2,.86 18.23 54.33 55.97 104.7 140.33 
Note : — shows relurn from circulation. 


Table 36. 
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Index Numbers* of the Growth in Circulation and Business. ** 


; 1914 1915 1916 1917 1918 1919 
Active rupee 


circulation + eS 101 110 114 122 118 123 
Active note 

circulation t{ 113 100 120 152 191 304 
Cheque Currency (Bank 

clearings) § te 92 96 138 154 239 is 
‘Growth of business .. 113 1 ab ive 124 126 130 


* Average of the figures for 1911-13 being taken as 100. 
gem | 
; Table 37. 

The real connection between inflation and prices does 
not appear to have been clearly understood by some econo- 
mists. Mr. Shirras as well as the Finance Member, for 
instance, in explaining the expansion of currency refer 
to increased demands on the part of the trade and public 
for currency, owing to high prices of Indian produce result- 
ing from increased demand for it from abroad.t}~ This 
would lead the uninitiated to conclude that the inflation of 
currency was a result of high prices, instead of being the 
cause. Now, it is true that when prices rise, the need for 
means of payment increases proportionally and that the 


amount of the media of exchange which can be kept in- 


circulation is always proportionate to the general level 
of prices. But, prices cannot rise without a previous 


** Shirras, Indian Finance and Banking, p. 232. In compiling 


this table, Mr Shirras appears to have made a mistake. He adds 
the rupees and notes in circulation on 3lst March of each year 
to the amount of the bank clearing for the whole year, in order 
to obtain the total of the circulating media. The result is a figure 
which has no meaning, and which would possess significance only 
if the rupees and notes changed hands only once in a year, 


tt Indian Finance and Banking, p, 15 and 56, 


a ee ee 
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creation of artificial purchasing power. The actual process is 
this. When fresh purchasing power is placed at the disposal 
of a Government without a corresponding reduction in that 
in the hands of the people, a certain rise of prices must 
occur, in order that the equilibrium between the tota} 
purchasing power in the country and the commodities and 
services available for purchase, may be re-established. 
The public need of the circulating media will increase in 
proportion to the rise in prices which has taken place, and 
the amount just sufficient for this purpose will remain 
in circulation. A part of the newly created means of 
payment may return to the issuing authority, because the 
public has no need for it, but the artificial creation has 
already resulted in a rise of prices. If this operation is 
repeated, there will be a continual rise in prices, and a 
eontinual and proportional increase in the quantity of 
the media of exchange that can be kept in circulation. 
This is exactly what has taken place in India as in Western 
countries, and this is the true meaning of the public need 
of money of which Mr. Shirras and the Finance Member 
talk. But, it becomes | evident that this need would 
not have arisen, if the general level of prices had not 
already been raised by an artificial creation of buying 
capacity. 


Another reason given for the rise of prices in India is the 
influence of the conditions prevailing in Europe. “ The in- 
tensive competition by belligerent countries for commodities 
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ot all kinds, the diversion of huge numbers of those 
formerly engaged in production to the army and supply 
services; and the creation of a huge additional volume 
of credit and currency to financethe war, have led to an 
enhanced cost of production of practically all commodities. 
These conditions were bound sooner or later to re-act on 
India both by increasing the demand for her products, 
abroad, and by adding to the cost of the articles she im- 
ports.* This explanation is incorrect. The exchanges be- 
tween two countries essentially depend upon the relative 
purchasing power of the money of both countries. Ifthen, 
a general rise of prices has occurred in England, for instance. 
the value of the pound sterling in terms of rupees will be 
reduced inthe same proportion, and with this new rate of 
exchange, the rise of prices in England cannot cause a 
similar rise in India. If only the supply of the means of 
payment in India had been kept sufficiently scanty, the 
purchasing power of the rupee would have remamed un- 
changed, and altogether independent of any inflation and 
rise of prices in any other country. Yet another expla- 
nation of the rise of prices that is given is the high 
transport cost of and the restrictions upon imports. 
Such factors, however, can ‘affect the general level of 
prices, only in so far as they bring about a reduction in the 
volume of commodities. 


* Statement exhibiting Moral and Material Progress in India 
1919 p, 63. See also the Report of the Currency Department 1919- 
20 p, 3, in which the same explanation of the rise of prices is 
given, 
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The actual rise of prices in India may now be examined, 
‘The official figures of the rise in average wholesale prices in 
respect of 61 articles of import and 50 articles of export, as 
compared with the pre-war year 1913-14 are as follows*:— 


1913=14 1914-15 1915-16 1916+17 1917-18 1918-19 
Imports 100 — 101 126 170 211 268 
Brports, 100 02 103 117... 125 150 


In 1919 the general unweighted index number for 28 
exported and 11 imported articles was 193 as compared 
with 100 in 1913+ By March 1920 the average wholesale 
prices in respect of the 11 chief articles of import fell te 
250, and those in respect of the 28 staple articles of export 
rose to 170. At that time the general unweighted index 
number of the prices of the 28 articles of export and the 
11 articles of import was approximately 210 as compared 
with 100 in the pre-war year.t Thus, by the beginning 
of 1920, the purchasing power of the rupee in commodi- 
ties appears to have fallen to & little less than half of what 
it was before the commencement of the war. 


At that time, the general level of prices in the U.S. A. 
which had resumed gold payments, and whose dollar there- 
fore represented gold, was 217 as against 100 before the 


* Review of the Trade of India, 1918-19. 


+ See the Index Numbers of Indian Prices 1861—1918 and 
the Addendum for 1919 to them. 
t Compiled from tables of prices framed by the Finance 
' Department of the India Office. 2 
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-war.* Hence it seems that at that-time there was little 
difference between the falls in the purchasing power of 
‘the rupee and of gold. No estimate, official or unofficial, of 
the rise in the cost of living of an agricultural or industrial 
worker is available. Indeed such an estimate, which would 
be true of the whole country is not possible, because condi- 
tions in this respect in the several parts of India, although 
tending towards unity, are still divergent enough to preclude 
any attempt at framing an estimate which would hold good 
forthe whole country. Each estimate of the cost of living 
. must be restricted to a particular district, and that isa task, 
which is beyond the scope of these pages. The above 
figures of the rise in the prices of exports and imports also. 
must be used with caution and as representing in a fairly 
correct manner the general conditions prevailing in the - 
country as a whole, and it should be borne in mind that the 
actual rise of prices in particular districts was likely to be 
appreciably more or less. However, some idea of the rise in 
the cost of living may be obtained from the fact that in 1919, 
the prices in the case of food-grains rose by an average of 
93 per cent. since the beginning of the war, while those of 
piecegoods rose by 190 per cent. in the case of imported 
goods, and by 60 per cent. in the case of the goods manufac- 
tured in the country. These prices of imported and 
Indian made piecegoods make still more prominent the fact, 
which must have been noticed above, namely the marked 


* The level rising to 250 by July 1920, fell to less than 200: 
by the end of the year 
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difference Hetaroen the rise in the prices of imports and 
exports. This feature, however, appears to have been 
more or les; true of agricultural countries in general. For 
instance, the rise in the prices of the imports and exports. 
of the Argentine Rupublic in 1919 was 309 and 170 res- 
pectively, as compared with 100 in the pre-war year. The 
forces of demand and supply operated to determine the re- 
lative prices of different commodities and services within 
the operation of the fundamental factor affecting the 
- general level of prices, viz. the supply ef total purchasing 
power in the country in relation to the supply of commo- 
dities and services to be bought. The supply of the former 
having increased without a commensurate increase in the 
‘supply of the latter, a rise in the geneal level of prices was 
bound to follow, but that rise was distributed in different, 
degrees among the several commodities and services 
according to the operation of the forces of demand and 
supply*. In the case of the staples of export, the restric- 
tions imposed upon exports partly by the shortage of 
tonnage and partly by the deliberate action of the 
Government, relatively affected the effective demand in an 
adverse manner, while the supply remained nearly the 
same. In the case of imports, the effective demand 
remained nearly the same, because most of the imports 
were essential for the social and economic life of the country, 
while the supply was considerably reduced on account of 
the shipping difficulties, and the concentration of the 


* Cf, Fisher, Purchasing Power of Money pp, 174 ff, 
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European manufacturing countries onthe conduct of the 
war. Hence, it was natural that the general rise in prices 
resulting from inflation should affect the imports far more 
than the exports. 


The rise in prices compelled a large part of the populas 
tion, whose income did [not increase proportionately, to 
curtail their consumption to a large extent, and to set free 
a certain mass of commodities, which the Government 
bought with the artificially created purchasing power in its 
hands. Hence the war expenditure of the Government was. 
financed, as it was bound to be, by the real savings of the 
country, and therefore the inflation was undoubted- 
ly an effective means of war finance. But the savings: 
were in a large measure compulsory, and imposed 
considerable hardships, upon a large part of the 
population. Professor Pigou aptly described inflation 
as “‘a concealed income tax on all the citizens assessed 
without any allowance for family condition, distinction. 
between earned income and investment income, or gradua- 
tion of rates as between incomes of different amounts.”* 
It is difficult to decide, whether the degree of compulsory 
savings was less in India than in the European countries. 
It is true that the rise of prices in India was much less? 
but 1t should be remembered that the pace of the rise of 
wages and salaries in the wake of the rise of prices was much: 
- slower also. However, the deciding factor seems tobe that 


‘tS hve ier aeene e re Soiree 
* Memorandum to the International Financial Conference,. 


1920, p. 7, 


eT 


327 


only =, of the total population lives in towns, and that 
the monetary income of the remainder still forms only 
a part, although a rapidly increasing part, of its total in- 
come. Hence it appears that the hardships caused to the 
mass of the population by inflation as a means of war 
finance were substantially less in India than in most 
countries of Europe. | 
The immense hardships caused by the high prices to 
a large part of the population led the Governments of many 
European countries after the armistice to endeavour to 
keep down the prices of certain commodities and services 
below the level, which they would have reached otherwise, 
and to assist certain classes of people specially affected 
by the high prices. The varlouS measures undertaken 
for this purpose were fixing maximum prices for certain 
products e.g. coal, sugar etc., regulation of rents, general 
subsidies for reducing the prices of commodities and services 
such as bread, coal and railway fares, charges to the public 
beneath cost in government undertakings such as post, 
telephone and railways, the sale of goods to the poor below 
cost, housing subsidies and unemployment allowances. 
The cost of these measures had to be borne by the Govern- 
ment or by certain producers and owners of goods. From 
the economic point of view, these measures were 
unsound. For, as M. Cassel points out, “ uneconomically 
low prices on certain commod ties keep the consumption of 
these commodities on an uneconomically high level and ~ 
etard the necessary adjustments of consumption to the 
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limits prescribed by the available supply.”’* Government 
price regulations could not. keep down the general level 
of prices, because the artificial restriction of some. prices 
led to a corresponding increase of the unregulated prices.. 
Moreover, the state expenditure on these measures was in 
many countries too large to be met by the proceeds of 
taxes and loans representing real savings, and therefore 
had to be met in part by a further inflation. Most of these 
measures were set aside inIndia, partly becausetheir greater 
or less futility and the economic evils springing from them 
in Western countries had become evident, and partly 
because their operation would have been extremely difficult, 
and would have thrown enormous financial burdens upon 
the Government, in such a vast and diversely conditioned 
eountry as India. Howeve1, on account of the famine in 
1918, the export of food grains was prohibited, and this 
measure did check their prices from rising to the extent 
that they would otherwise have done. Rents were also 
_ Tegulated in a few capital cities, butthe effect of this restric- 
tion in leaving to the consumer a greater buying capacity 
_ for other goods than he would have possessed in the absence 
of such a restriction, and thus raising other prices, must 
have been very slight, on account of the very small area in 
which the restriction operated, and the vastness of the 
country whose prices were to feel the effect. In M. Cassel’s 
* opinion this effect was considerable in Western countries. 


* Memorandum to the International Financial Conference, 
1920, p. 10, 
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CHAPTER IX. 
F a 
Currency and Exchange. (Continued.) 


Having examined in the preceding chapter, the main 
features of currency and exchange developments from the 
beginning of. the war up to the issue of the report. of the 
Smith Committee on Indian currency and exchange in 
December 1919, we may proceed to examine in this chapter, 
_ the policy pursued by the Government during the period 
of hostilities and after the armistice, the conclusions and re= 
commendations of the Committee, and the action taken 
by the Government thereupon. 


The currency and exchange difficulties were largely 
due to the fact that the normal flow of gold to India in ad- 
justment of her favourable balance of trade was arrested 
during the war, on the ground of the necessity of concentra- 
ting the gold resources of the Empire. Private import of 
gold intoIndia was forbidden, and India was made to accept. 
payment for the vast quantities of war material shipped to 
the United Kingdom, in credits in London against which 
notes were issued in India, while, as shown in the chapter 
on Ways and Means, such payments to some other 
countries were made in gold to a Jarge extent. The gold 
imports into India during the war were immensely reduceed 
as compared with those before the war, as explained before, 
and most of them even came from Japan and the U.S. A. 
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and not from the United Kingdom. Of all the countries. 
which helped England in the prosecution of the war by pro- 
viding war material, India was the least prepared to accept 
such deferred payments, taking into consideration her social 
and economic condition. The Government of India had 
tomake huge disbursements on behalf of the Home Govern- 
ment by the issue of immense quantities of notes backed 
only by credits in London in the shape of Home Treasury 
Bills, which were unrealisable, and when the notes became 
_ practically imeonvertible, and depreciated, the Govern- 
ment scrambled for silver in order to give some metallic 
cover to the note issue, and so raised its price against itself. 
This temporary and artificial inflation of the price of silver 
was considered a sufficient reason by the Secretary of State 
for raising the exchange value of the rupee higher and higher.. 
Moreover, while England paid for a large part of its imports. 
from the U.S, A. by floating loans there and by selling back 
the American securities, which it had held, no such efforts. 
were made inIndia. It must be admitted that the response 
to such efforts would have been incomparable with that in. 
the U. 8. A., but an influential body of Indian economists 
believes that if the Government had resorted to a vigorous 
propaganda, and had given special facilities in connection 
with the floatation of Brit sh loans in India and the sale 
of Indian Government Railway and industrial securities. 
held in England, the response on the part of India would 
not have been inconsiderable. The currency and exchange 
difficulties would have been largely avoided, if the Secretary 
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of State had insisted on behalf of India that all payments: 
for her exports should be made in gold or securities accept- - 
able to her. As the other nations were in urgent need of 
India’s commodities for the prosecution of the war, they 
would have found the means of paying for them either in 
gold or in such securities. If this had been done, there 
would have been no necessity for India to purchase large 
quantities of silver at prices which soared higher and 


higher. 


There might have been some reason for the pursuance 
of the policy of preventing the normal flow of gold to India- 
during the period of the hostilities, but the continuance of 
the policy seems to have been quite unnecessary after the 
armistice, which crowned the allied arms with success, 
and especially after the middle of 1919, when the U.S. A. 
became a free market for gold, and the gold production of 
South Africa became available to the highest bidders 
in London. Yet, the same policy was continued for nearly 
two years after the armistice, although its rigour was some- 
what reduced by fortnightly sales of gold on the part of 
the Government of Indiafrom August 1919. The private 
import of gold into India contiued to be prohibited, 
and the acquisition rate for the gold imported into India ~ 
was kept so low as to prevent gold from coming to India 
in substantial quantities.* The result was that the South 


-* When the quotation in the Indian bazaars for gold was Rs. 20: 
to the sovereign, the Government acquisition rate was Rs. 12 and. 
annas 43. See Smith Comm**t-e’s report, Vol. IT, p. 21, 
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African gold, for which India was the natura! market, failed 
to go there, and that the diversion of gold from Egypt 
and Australia which used to take place before the war, 
was also prevented. The continuation of the legal prohi- 
bition of the free import of gold into India was all the more 
unnecessary, because a large part of the gold, which arrived 
in London every week, was allowed to go tothe U.S. A., 
in adjustment of the debts due tothem. This continuance 
of the restriction on the free movement of gold to India 
-appears to have been opposed to the sound principle, which 
Sir Stanley Reed pointed out in his memorandum to the 
Committee, that every country had a right to determine for 
itself, at the time of making contracts, the form in which 
its debts should be paid. 


Before proceeding to examine the silver policy of the 
Secretary of State, it may be mentioned that the desire 
to retain as much gold as possible is not restricted to the 
financial interests cf any particular country, and that it 
prevails among these interes‘s all the world: over. But, 
it is not easy to understand why this worship of gold on the 
part of bankers and Governments should continue, when 
most economists have clearly. explained its true function 
in the world economy, and when some of them maintain 
that as a consequence of the war the world has been suffer- 
ing from a superfluity of gold.* It should be clearly borne 


* Cf. Dr. Cannan’s criticism ot Mr. Shirras’ paper on the prices 
of gold and silver in the Statistical Journal, July 1920, pp. 923-4 
-and M. Cassel’s Memorandum to the Brussels Financial 
Conference. 
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in mind that the iree flow of gold to India has been advo-- 
cated in these pages, only as a means to the establishment 
of a sound currency and exchange system, and not from 
any belief in the intrinsic value of the process. 


The defective gold policy of the Secretary of State 
explained above made an equally defective silver policy 
inevitable. Now, it should be made clear that the enormous 
rise in the price of silver during the last few months of 
1919 and the early months of the succeeding year, was 
only partially due to the depreciation of sterling in relation 
to gold, and to that extent was unavoidable. This is easily 
seen from the fact that the rise in the price of silver did 
not reach its highest point at or even about the time when 
the depreciation of sterling was greatest, and that mutatis 
mutandis, the same was true of its lowest point. On the other 
hand,sometimes the price of silver fell when the depreciation 
of sterling as measured by the dollar-sterling exchange had 
increased and sometimes the opposite case also was true. 
The other element in the rise in the price of silver was. _ 
the demand on the part of India and China, and 
the rise was avoidable so far as India’s demand 
was concerned. The constitution of the silver market 
in London, where the purchases of the Secretary of 
State were made, was very narrow, the trade being 
principally in the hands of a small number of bullion 
brokers and merchants, whose main object was to mani- 
pulate the price of silver for their own profit to the 
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disadvantage of India, by anticipating her demands from 
the visible stock of rupees in India and any information 
secured through their connection with the India Office. 
The market was governed largely by visible supplies in 
London, a factor easily lable to manipulation. The 
continuance of the restrictions upon the free flow of gold 
‘to India and of the large sale of Council Bills made it nece- 
ssary for the Secretary of State to purchase large quantities 
of silver. This action, together with the raising of the rate 
of exchange and making it closely dependent on the price 
of silver, excited the silver market in London with antici- 
pations of continued purchases for Indian currency purposes 
at rising prices, and the silver interests tried to take ful! 
advantage of the situation brought about by these measures 
of the Secretary of State, by raising the price of silver. 
‘So far as the rise in the price of silver was due to this cause, 
it could have been largely prevented by the Secretary of 
State’s withdrawal from the market, and especially by 
pursuing such a policy as to make clear to the silver interests 
that he would not purchase any silver unless its price fell 
to a more reasonable level. Moreover, there seems to be 
much truth in Mr. Dalal’s contention that the price of silver 
would have climbed down still further, if the embargo on 
the export of silver had been lifted, and if the rate of ex- 
change had not been raised, the rise in exchange producing 
the effect of lowering the rupee value of all the silver held 
‘in India, and making its exports unprofitable. If these 
conditions had been fulfilled, silver in large quantities would 
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have been exported from India to take advantage of the 
immense rise in the price of silver, and this would have 
lowered the price to a substantial extent. This belief 
is based upon the common knowledge that, in many parts 
of India, and among many classes, gold would be preferred 
to silver if it could be obtained at a comparatively cheap 
tate. The Government, however, could not permit the export 
of silver on account of the inflation of paper currency. Thus, 
one evil led on to another. The reserve of rupees against 
_ the inflated note circulation was small, and if the export of 
silver had been allowed, that reserve would have been 
depleted, the note issue would have become completely 
inconvertible, and even the semblance of convertibility 
could not have been maintained. However, if these measures 
had been taken by the Secretary of State, the price of silver 
would have fallen to, and its fluctuations would have been 
confined to comparatively narrow limits about,’ a level 
sufficiently low to enable the Secretary of State to stabi- 
lise the exchange value of the rupee at 1s. 4d. gold, and on 
the return of the dollar-sterling exchange to par, at Is. 4d. 
sterliig. The Smith Currency Committee was deeply 
influenced in framing its recommendations, by that provi- 
sion of the Pittman Act, which laid down, that for the 
purpose of replacing the silver taken from its reserves, the 
U.S. A. Government must buy at the price of one dollar 
per fine ounce any silver produced within the U. 8. A. 
and tendered to it for purchase. This led the Committee 
to conclude that the price of silver would not remain for 
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any length of time below one dollar per fine ounce for 
several years. But, this provision of the Act did not prove 
fully effective in keeping up the price of silver, which 
remained substantially below one dollar per fine ounce 
for many months after June 1920.,* and thus a large 
part of the basis of the recommendations of the Committee 
disappeared completely. The price of silver declined 
heavily after June 1920, fell as low as 40d. (sterling) at 
the beginning of December 1920. and for many months 
Temained below 54d. (sterling) or 38d. (gold); per standard 
cunee. This was thus well below 43d. (gold) per standard 
ounce, at which the rupee could be minted without 
loss at the exchange value of Is. 4d. (gold). 


The heavy fallin the price of silver appears to have 
been due also to the appreciation of gold. As explained 
below,the purchasing power of gold in terms of commodities 


recovered appreciably during this period, without a similar 


recovery on the part of silver, and consequently the gold 
price of silver and also its sterling price declined. It ap- 
pears that the Committee could have foreseen the opera- 
tion of this factor, even if it could not foresee the 
probability, that the provision of the Pittman Act relating 

* Since May 1920 there have been two official quotations at 
New York, one at dollar one per fine ounce of silver produced in the 
U.S.A. under the operation of the Pittman Act, and the other below 


it for silver of foreigin origin. See the Annual Financial Review 
of the Times, 28th January 1921, p. 28. 


+ During this period, the dollar-sterling exchange stood 
approximately at an average of 3.50 as against the par of 4. 86%. 
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to the purchase of silver would not be fully effective in 
keeping up the price of silver. It could probably have 
‘been foreseen that on the one hand, gold would 
appreciate in the immediate future on account of the 
endeavours of European countries to obtain it for 
the purpose of restoring some measure of stability to 
their chaotic currency and exchange conditions, and that, 
onthe other. the demand of those countries for silver, for 
subsidiary coinage, would be much less, and that in the 
near future, the demands of India and China also would 
be largely reduced for some time, as they had become 
nearly saturated with silver, having absorbed very large 
quantities of it.* Thus, it seems that it was not impossible 
for the Committee to realise that the price of silver, which 
was very high when it issued its report, would fall substan- 


tially in the immediate future, 


What course of action should the Secretary of State 
have pursued after the armistice? In order to under- 
stand it, it is necessary to emphasise two points. First, 
by the time of the armistice, the price of silver had risen to 
493d. only, also the exchange value of the rupee had to be 
raised to 1s. 6d. only, and the enormous rise in the price of 
silver and in exchange that took place, occurred subse- 
quently. Secondly, internal currency stability appears 
to be more essential than external exchange stability, 
and any policy of subordinating entirely the former to the 


* See Messrs. Montague’s annual Bullion Report, 1920.. 
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latter appears to be opposed to sound currency principles. .* 
For, as stated by Mr. Dalal, the legal standard for money 
payments should be regarded as less open.to repeal or 
modification than any other -legislative act, because the 
right which it gives to the people as to the kind of money 
they may demand in exchange for their goods or services, 
cannot be removed or modified without inflicting a grave 
and widespread injury, and because any change in the legal 
standard must seriously disturb the relations between 
debtors and creditors. The law determining the unit of 
value asthe nucleous of all monetary contracts is to the 
individual’s property rights what the Habeas Corpus. 
Act is to the righs of the individual’s person. Therefore 
the first aim of the Secretary of State should have been 
to maintain unaltered India’s legal standard of the sove- 
reign with rupees related thereto at the legally fixed 
ratio of 15 to 1, as far as possible. To achieve this object, 
the Secretary of State should have pursued a much more 
aciive gold policy. As the supposed nec ssity or fa iltat- 
ing the finance of the export of war materials from India 
had ceased after the armistice, he should have stopped 
all sale of Councils drafts and met his financial require- 
ments out of the huge Indian assets, which had been accu- 
mulated in London, thus leaving India’s balance of trade 
to be met naturally by the export of gold to it. This 
would have had the effect of largely reducing the necessity, 
for the Government of India, of paying out rupees. Then,. 
he should have realised in gold India’s huge investments. 
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in the British Treasury Bills on behalf of the Paper 
Currency Reserve, by terminating them as they matured, 
or prior to it; by discounting them in blocks, and he should 
_ have transferred the gold to India. It is not suggested that 
large blocks of gold should have been sent out to India at 
once. The Secretary of State should have merely required 
that a substantial amount, say one million pounds worth 
of gold in sovereigns,should be sent to India regularly every 
week, out of the reserves of the Bank of Kngland or out 
of the weekly arrivals in London, till India’s assets in 
London were liquidated. In England the results of the 
adoption of these measures would not have been undesir- 
able. ‘The reduction of the central reserves would have 
tended to check the inflation of credit and the rise of 
prices, which would have tended to augment the flow of 
exports from England to the East to meet the outstanding 
balance, and thereby would have helped in the solution 
of exchange difficulties. Furthermore, measures should 
have been taken to prevent the export of gold produced 
in India, to secure it, and to facilitate the import of 
gold from South Africa by establishing a refinery in 
Bombay. 


The Government of India should have sold the gold 
obtained by these means to the highest bidders, until 
its price in the Indian market had come down to the equ- 
valent of Rs. 15 to the sovereign, and until sovereigns had 
reappeared in circulation. The unrestricted flow of gold 
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to India in adjustment of the trade balance would also 
have helped to bring about this result. Other results of 
this policy would have been that the Government would 
have received in India a large number of rupees in exchange 
for the gold thus sold, that, at the same time, the demand 
of the people of India for silver from outside India would 
have very largely disappeared, as they would have obtained 
the gold, which they were anxious to obtain, and that the 
Secretary of State would no longer have been compelled 
to purchase large quantities of silver at a high price, in 
order to endeavour to maintain the convertibility of the 
huge issues of paper currency in India. The Government 
of India should have utilised the gold bought from outside 
India, or the rupees received in exchange for it, to 
reduce the amount of notes outstanding. The conti- 
nuance of this policy would have led to a diminution 
in the world’s demand for silver, and to an increase in the 
world’s effective demand for gold, and would therefore have 
tended to bring about a fallin the gold price of silver 
throughout the world. This process should have been 
continued till the price of silver fell to a level sufficiently 
low to enable the rupee exchange to be stabilised again 
at the old rate of 1s. 4d. (gold). 


Against the adoption of a gold policy in the interests 
of India, such as that outlined above, it has been argued 
that India is a bottomless sink for the absorption of gold, 
and that gold, once sent into India, is permanently lost to 
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the rest of the world.* The invalidity of this contention was 
pointed out in the preceding chapter, in relation to India’s 
absorption of the precious metals generally, and the same 
conclusion becomes inevitable from an examination of the 
fi. eures of India’s absorption of gold before the war. India 
contains 19 per cent of the total population of the world, 
and therefore the consumption of less than 20per cent of the 
world’s production of gold on her part during the ten years 
preceding the war cannot be considered to have been a 
vicious habit. Durmg 1890-1910 out of the world 
production of gold worth £ 1233 million, the United 
Kingdom, the U.S.A., Germany, France and Italy absorbed 
among them £773 million worth of gold, while the absorp- 
tion of India, with a population not much less than the 
total population of all these countries, was only £ 126 
million worth of gold. Moreover, of the total absorption 
of gold by the five Western countries, 60 per cent was 
absorbed for “‘ other purposes’’, and only 40 per cent 
was added to the banking reserves. If 21 years’ expe- 
rience of popular tastes is worth anything, these figures 
do not place the most advanced Western powers in any 
better light than India in the matter of the absorption 
of the world’s production of gold.t Even the Smith 
Committee had to make very important admissions in 
this respect. It admitted that the quantity of gold taken 
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* See, for instance, the evidence of the Governor of the Bank of 
England before the Smith Currency Committee. 

+ See Mr. Sarma’s Memorandum, Report of the Smith Committee, 
Vol. III, p- 123. 
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by India for all purposes in the period before the war 
was not disproportionately large in relation to her econo- 
mic conditions; that the normal balance of trade made 
India a creditor country, and thus entitled her to require 
payment for her produce in the form most acceptable 
to her people ; that India’s capacity to draw gold from other 
countries depended on the des‘re of her customers to secure 
her produce, and that so long as they continued to take it, 
India would be in a position to demand gold, in so far 
as she might prefer payment in this form, to the import of 
commodities or the investment in foreign securities of the 
credits due to her. 


Proceeding to the findings of the Smith Currency 
Committee, the fundamental recommendations in its 
majority report may be summed up as follows :—(a) The 
suggestions for the issue of a new rupee with reduced 
weight or fineness, or of a 2 or 3 rupee coin of lower pro- 
portional silver content, or of a nickel rupee, and for declar- 
ing the notes inconvertible, should be rejected, and the 
‘rupee should remain unchanged in weight and fineness. 
(b). ‘The relation between the rupee and gold should be 
stabilised at the rate of ten rupees to one sovereign, 2.e. 
at the rate of one rupe to 11.30016 grains of fine gold, 
both for foreign exchange and internal circulation. (c) 
Council drafts should be sold by open tender at competitive 
rates, a minimum rate being fixed from time to time on the 
basis of the sterling cost-of shipping gold to India, the rate 
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~varying so long as sterling continued to be depreciated in 
relation to gold. Further the Government of India should 
be authorised to announce, without a previous reference 
to the Secretary of State so as to avoid delay, its readiness 
to sell weekly a stated amount of Reverse Councils, includ- 
ing telegraphic transfers, during periods of exchange weak- 
ness at a rate based on the cost of shipping gold from India 
to the United Kingdom, the rate again varying so long as 
sterling continued to be divorced from gold. (d) The import 
-and export of gold to and from India should be free from 
Government control, as soon as the change in the statu- 
tory ratio between the rupee and sovereign was effected, 
and the gold mint at Bombay should be open for the coinage 
into sovereigns and half-sovereigns of gold tendered by the 
public. (e) The notification of the Government under- 
taking to give rupees for sovereigns should be withdrawn 
on account of the prevailing shortage of silver. (f) The 
. prohibition on: the private import of silver should bere-_ 
moved as soon as possible, and that on its export should be 
continued, until changed conditions again definitely 
established the rupee as an overvalued token coin. Mr. 
D. M. Dalal, the only Indian member of the Committee, 
held views fundamentally divergent from those of the other — 
members, and submitted a separate report in which he 
recommended that the ratio of 15 to 1 existing then between 
the sovereign and the gold mobur and the rupee should 
remain unaltered, that as long as the price of silver in New 
York remained above 92 cents, the Government should 
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coin 2 rupee silver coins of reduced proportional fineness 
instead of the rupee, and that they should be unlimited 
legal tender. 

a 


The recommendations contained in the majority report 


of the Committee were accepted by the Secretary of State 


in Council as expressing the goal towards which Indian 
administration, following the previous policy, should 
thenceforth be directed, while the recommendations of 
Mr. Dalal were rejected as impracticable. Accordingly, 
in February 1920, a number of changes were made in the 
currency and exchange system then in force. The new 


relation of the rupee to the sovereign recommended by the 
Committee was put into force, for foreign exchange pur-. 
poses, by fixing the acquisition rate for gold imported under 


license into India, which had till then been subject to varia- 
tions notified from time to time, at ten rupees for each sove- 
reign tendered for import or one rupee for 11.30016 grains 


of fine gold. Council drafts continued to be offered at the 


Secretary of State’s discretion for a weekly sale by 
competitive tenders. No announcement was to be made of 
the minimum rate at which tenders would be accepted, 
and the Secretary of State reserved the right of rejecting 
the whole or a part of any tender. In accordance with the 
Committee’s recommendations, the Government of India 
was to offer for sale when an occasion required it, stated 
weekly amounts of sterling reverse drafts on the Secretary 


of State, including telegraphic transfers. The rates: 
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were to be announced on each occasion by the Con- 
troller of Currency, and were to be based on the sterling 
equivalent of the price of 11.30016 grains of fine gold as 
measured by the prevailing dollar-sterling exchange, less a 
deduction representing the charge of remitting gold. The 
new relation of the rupee to the sovereign could not be in- 
troduced for the purposes of internal circulation; so long as 
a great disparity continued to exist between the commer- 
cial price of gold in India and the recommended Indian 
mint par of one soverign for Rs.10. Therefore,the old ratio 
of 15 rupees to the sovereign was toremain in force tempo- 
rarily, until the disparity disappeared substantially. 
Till then, the import of gold was to continue to be controlled 
by license under the Gold Import Act with a fixed acquisi- 
tion rate as mentioned above. However, the periodic 
Government sale of gold bullion to the public with a view 
to reduce the premium on gold was to continue and to be 
further developed under the same conditions as before, 
with the difference that the minimum limit of Rs. 23-14-4 
per tola was withdrawn. Some of the other changes advo- 
cated by the Committee for internal purposes were also 
put into force. The Government notifications providing 
for the issue of rupees at the Reserve Treasuries in exchange 
for sovereigns and half-sovereigns, and regarding the receipt 
of sovereigns and half-sovereigns at the mints, were can-. 
celled. The notifications under the Defence of India 
Act prohibiting the use of gold and silver coin otherwise 
than as currency or dealing therein at a premium were 
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also cancelled. The prohibition on the import of ‘silver 
was withdrawn, and the import duty of 4 annas per ounce 
was abolished. The prohibition on the export of _ silver 


was maintained. 


4 


This action of the Secretary of State on the report of 
the Committee was followed by remarkable events. The 
Committee had been appointed to make recommendations 
for the establishment of a satisfactory monetary circulation 
and a stable gold-exchange standard. The immediate 
result of the acceptance of itsrecommendations was confu- 
sion, uncertainty and violent fluctuations, unparalleled 
in the history of Indian currency and exchange. Both 
the Committee and the Secretary of State-in-Council fail- 
ed to realise the consequences of making the rupee-sterling 
exchange dependent upon the fluctuations of the dollar- 
sterling exchange, and of the undertaking to sell Reverse 
Councils on this basis. At the time when the Secretary of 
State took this action, a heavy slump occurred in the 
dollar-sterling exchange, the price of silver rose to the 
height of 89d. per standard ounce, and as a consequence of 
the above decision of theSecretary of State, the rupee-ster- 
ling exchange jumped from 2s. 4d. to 2s. 11d. and Reverse 
Councils had to be.ofiered at the latter rate. The market 

rate failed to rise above 2s. 7d. and the exchange market 
became demoralised and disorganised. An unprecedented 
demand arose for: Reverse Councils, and although a very 
Jarge amount, at first £2 million, afterwards one million, 
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was sold every week, the supply fell far short of the demand. 
This was due to the fact that it was not a genuine trade 
demand, because the balance of trade was not unfavourable, 
and consequently,there was no gap to be filled by sterling © 
remittances on London. The demand was partly from 
speculators, who saw excellent opportunities of making 
huge profits by remitting large sums toLondon at this very 
high rate, and bringing them back to India when the rate 
should come down on the recovery of the dollar-sterling 
_ exchange as it was sure to da sooner or later, unless 
England were to become bankrupt, and partly from the 
English merchants and industrialists in India, who wanted 
to take advantage of this very favourable, rate for 
transferring to England their profits, which had accumu- 
lated in India during the war. These large amounts of 
Reverse Councils were cashed in London out of the Secretary 
of State’s cash balances and the Paper Currency Reserve. 
Thus, a large part of the assets, which India had built up 
in London during the war with great inconveniences at the 
rate of fifteen rupees to the sovereign, was brought back 
to India at the rate of less than 7$ rupees, thus involv- 
ing a loss of 35 crores of rupees to the Indian treasury. 
This continued sale of large amounts of ReversesCouncils 
involved a number of other disadvantages.* It created 
an intense instability and caused violent fluctuations in the 
rupee-sterling exchange because of the extraordinary 


* See the Annual Financial Review of the Times, 28th January 
1921, p. 41. 
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instability of the dollar-sterling exchange and thereby consi- 
_ derably dislocated trade and finance. It led to 2 complete 
divo ce between the official and market rates of exchange. 
It caused a considerable tightness in the money market 
by taking off the market large sums of money with the 
result that the rate of discount rose to 11 per cent ata 
time of the year when the busy export season was at 


its height. The Government endeavoured to check specu- — 


lation, but was not successful. The Government also 
tried to alleviate the stringency in the money market by 
making available to it through the Presidency Banks, 
a part of the sums obtained by the sale of Reverse Councils, 
which should have been added to the Paper Currency 


Reserve in India against corresponding withdrawals in 


England, but for which were substituted Indian Treasury 
Bills in accordance with the powers obtained from the Legis- 
lature. This sale of Reverse Councils on a large scale and 
at a rate constantly fluctuating with the fluctuations of the 
doliar-sterling exchange continued till June 1920, when 
the dollar-sterling exchange recovered considerably, the 
price of silver declined to 52d., the rupee-sterling exchange 
also fell considerably, and the market rate remained 
near 1s.%10d. Hence, at the end of June 1920 the Govern- 
ment had to abandon its attempt to put into force the 
fundamental recommendation of the Currency Committee, 
namely the stabilising of the exchange value of the rupee 
at 2s. gold, fixed the rate for Reverse Councils at 1s. 
11 32d, per rupee, and thus made it independent of the 
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fluctuations in the~ dollar-sterlng exchange. Then a 
moratorium of three weeks was allowed to enable holders 
of sovereigns to tender them to the Government Treasuries 
at the ratio of 15 rupees to the sovereign. At the end of 
the period, the restrictions on the import of sovereigns 
were withdrawn, but sovereigns ceased tobe legal tender, 
until an act was passed in August by the Legislature making 
them legal tender at the ratio of ten rupees to the sovereign. 
Although the disparity between the commercial price of 
- gold in India and the mint par of Rs. 10 to the sovereign 
recommended by the Committee was still substantial, 
these measures were rendered urgent by the illicit import 
of sovereigns smuggled across the land frontiers of British 
India for encashment at Government Treasuries. In 
October the Government of India had to stop the sale of 
Revers: Councils altogether, because, although the total 
sale by this time had exceeded £ 55 million, it had failed to 
produce any appreciable effect inthe direction of stabi- 
lising exchange at 2s. gold or sterling. Upon the with- 
drawal of the Goverrment from the market, its rate fell 
considerably, and in the early part of 1921 remained in 
the neighbourhood of 1s. 3}d. (sterling), the sterling 
’ price of silver also reaching its lowest level at that time. 


The fundamental recommendations of the Smith 
Currency Committee were based upon three conclusions, 
namely that a high level of exchange was essential for the 


establishment of a sound monetary system in India, 
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that a high level of exchange was advantageous to India 


on social and economic grounds, and that the balance of 


advantage lay on the side of fixing the exchange value of 
the rupee in gold rather than in sterling. 


The first conclusion was based upon an examination 


of the probable trend of the price of silver in the near 
future. From a perusal of the report on the world’s pro- 
duction of silver by Professors Carpenter and Cullis, and 
from an examination of the probable effects of the provi- 
sion of the Pittman Act relating to the purchase of silver, 
the Committee decided that for some years the price 
of silver could not be expected to fall below one dollar 
per fine ounce. As regards the maximum beyond which 
the price of silver was unlikely to rise, the prices of silver 
at which the silver coinage of the more important coun- 
tries had a bullion value equalto their nominal value, ex- 
changes being at par, were England 66d, France 602d. and 
the U.S. A. 591d. Wher the price of silver was 187.8 cents 
per fine ounce, corresponding to 62.9d. (gold) per standard 
ounce, and well above the French and American parities, 
the corresponding bullion value of the silver in the rupee 
was Is, 11.86d. (gold), and the cost of the rupee including 
all charges was 2s. (gold). The committee therefore believed 
that the rupee could be established as a token coin, 
and that a satisfactory monetary circulation in India 


cound be maintained, if the exchange value of the rupee: 


was fixed at a level not lower than 2s. (gold): 


_—. 
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_As regards the second conc!us‘on, the Committee 
expressed the view tha‘, although India was a country 
whose export trade was more valuable than her import 
trade, the rse of prices in India was injur‘ous to the 
country as a whole. The Committee therefore decided 
that any measures tending either to reduce prices or to 
check a further advance in {hem would be beneficial to the 
country as a whole, and that the fixing of the exchange 
value of the rupee at a high level was an important measure 
to achieve this object, as it would lower the values of 
India’s imports and exports as measured in rupees. It 
was true that high exchange could have little direct effect 
on the prices of the exported produce of which India 
poscessed a practical monopoly, and of the produce almost 
entirely consumed within the country, but the Committee 
thought that the indirect effect would give a similar result, 


though to a less extent. 


The Committee, however, had to examine the probable 
effects of a high level of exchange upon India’s trade and 
industries. It believed that the effects of a rise in exchange 
in encouraging imports and checking exports were transi- 
tory, and did not continue beyond the period necessary 
for wages and other element of cost to adjust themselves 
to the new conditions. Moreover, Indian trade was pros- 
perous and in a positionto maintain it, during the period 
of adjustment, on account of the continuing intensity 
of demand for raw materials and food stufis grown in 
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India, resulting from their world shortage, while the 
great rise of prices in the countries importing from India 
would enable the Indian producer to obtain a satisfactory 
rupee price for this produce, notwithstanding a high level! 
of exchange. The Committee therefore expressed the 
opinion that Indian trade was not likely to suffer any 
permanent injury from fixing the exchange value of 
the rupee at a high level, with this important qualification, 
howeve?, that, if a great and rapid fall in world prices 
were to take place, so asto check Indian exports, on 
account of the failure of the costs of production in India to 
adjust themselves with equal rapidity, to an extent which 
would endanger the maintenance of the high exchange, 
the problem should be considered afresh, and measures 
to suit the altered conditions should be taken. With regard 
to the probable effect of a high level of exchange on Indian 
industrial development, the Committee believed that 
even during the period which may elapse before prices 
and other conditions were completely adjusted to the 
new level, the temporary stimulus to competitive imports 
given by the high rates of exchange would be counteracted 
by the greatly increased cost of production in the exporting 
Western countries. Moreover, a high exchange would 
retain for Indian industries, the advantages of a low cost 
for wages, raw materials and imported machinery, plant 
and stores. Therefore the Committee was of opinion 
that Indian industrial development would not be seriously 
hampered by a high rate of exchange. eS 


‘ 
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As regards the third conclusion of the Committee, 
the question arose because the complete convertibility 
of sterling into gold, which existed before the war, had 
disappeared, gold coins had ceased to circulate in the 
United Kingdom, the notes were not in practice convertible 
into free gold, and consequently the pound sterling had 
depreciated in relation to gold. The main argument 
for retaining the fixed relation of the rupee with sterling 
was that a larzer part of India’s trade was with the sterting- 
using British Empire than with countries with an effective 
gold standard. The Committee, however, did not think 
that a fluctuating rupee-sterling exchange would create 
-any Serious obstacle to trade between /ndia and the Brit:sh 
Empire, provided that trade requirments for remittance 
were mt readily and fully. On the other hand, the dis- 
advantages of fixing the exchange value of the rupee in 
terms of sterling were great. Firstly, if the rupee were 
to be linked to sterling,’ it would share with sterling 
all the great inconveniences attaching to a depreciated 
currency. Secondly, the possibilities of further advances 
in the sterling price of silver due toa further depreciation 
-of sterling increased seriously the difficult.es of fixing 
_a sterling value for the rupee which could te maintained 
with certainty. Thirdly, if at some future time sterling 
recovercd its value and aga.n became equivalent to gold, 
the high sterling value for the rupee, which would have 
to be fixed under the conditions prevailing at the time, 
might be found too high, simce that value would have 
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increased in relation to gold and other commodities. 


Fourthly, if the relation of the rupee to sterling were fixed, 


its relation to gold would vary so long as sterling varied’ 


in relation to gold. But as the Committee considered 
it essential that both the rupee and the gold sovereign 
‘should circulate freely as unlimited legal tenders, it was 
necessary that the relation between the two should be fixed. 


It is difficult, however, to accept these conclusions. 


of the Committee, as it ignored several vital factors in 
arriving at them, and as, in addition, the weakness of its 
reasoning has been disclosed by later events. This is the 


case with regard to the first conclusion, because it has. 


already been shown that it was practicable at that time to 
establish a comparatively satisfactory monetary system in 
India with the exchange value of the rupee no higher than 
the old level of 1s. 4d. (gold), by pursuing a well-conceived 
currency policy. - In the early part of 1921 exchange fell 
considerably, and remained in the neighbourhood of 1s. 


33d. (sterling). But during this time, the normal rate- 


as determined by M. Cassel’s formula explained below, 
was in the nighbourhood of 1s. 7d., and ifthe Government 
had not wasted any part of its resources in a futile attempt 
at stabilising exchange at 2s. (gold), and if it had supported 
exchange during this period by selling reverse councils 


at ls. Td., it is probable that exchange could have been: 


prevented from falling below 1s. 7d. (sterling) and 1s. 4d. 
( gold ). 
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Moreover, it is surprising to find that the Committee, 
although taking into consideration the depreciation of the 
dollar-sterling exchange, paid no direct attention to the 
relative purchasing powers of the rupee and pound 
sterling in terms of commodities, and no attention at all 
to those of the rupee and gold, 7. e. to the general price 
levels in India, the U. 8. A.andthe United Kingdom, be- 
cause this was the fundamental consideration in finding 
out the normal rate at which exchange could be stabili- 
sed and a sound monetary system could be established. 
Recently, M. Cassel has taken much pains to draw the 
public attention to this vital factor in the stabilisation 
of international exchanges.* “‘ Our willingness to pay a 
certain price for a foreign money must ultimately and 
essentially depend on the fact that this money has a pur- 
chasing power as against commodities and services in the . 
foreign country. Onthe other hand, when we offer so and 
so much of our own money we offer, in fact, a purchasing 
power against commodities and services in our own country. 
Our valuation of a foreign money will, therefore, essentially 
depend on the relative purchasing power of the currencies of 
both countries. Given a normal freedom of trade between 
two countries, A and B, a rate of exchange will establish 
itself between them, and this rate will, smaller fluctuations — 
apart, remain unaltered as long as no alterations 


* See his articles in the Economic Journal, the Annals of the 
American Academy May 1919 and Memorandum to the Interna- 
tional Financial Conference. Tho Theory, however, was originally 
emphasised in the Bullion Committee’s Report. 


356 


in the purchasing power of either currency is made 
and no special hindrances are imposed uponthetrade. But 
as soon as inflation takes place in the money of A, and _ the 
purchasing power of this money is, therefore, diminis' ed, 
the value of the A—money in B must necessarily be reduced 
in the same proportion.............. Hence the following 
rule: when two currencies have been inflated, the new 
normal rate of exchange will be equal to the old rate multi- 
plied by the quotient between the degrees of inflation of 
both countries. There will, 0° course, always be fluctuations 
from this new normal rate. and in a period of transition 
these fluctuations are apt to be rather wide. But the rate 
ealculated in the way indicated must be regarded as the 
new parity between the currencies. This parity may be 
called the purchasing power parity, as it is determined by 
the quotient of the purchasing powers of the different 
currencies,’’* 


This passage shovs that the most scientific way for 
the Committee in determining the rates of exchange 
between tke rupee, gold and pound sterling would have 
been to be guided by their relative purchasing powers. 
The pwc iasing power parity. between the dollar and the 
rupee would have given the Committee the truly normal 
rate of exchange betwcen gold and the rupee. because, 


free gold payments having been resumed in the U.S. A, 


* Memorandum to ths duternational Finingial Conieience, 


1920 p. 1s. 
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the dollar represented gold. Now, it has been already 
explained in the previous chapter, that at the time when the 
Committee formulated its recomendations, the rise in the 
general price levels in the U.S. A. and India 7.e. the fall in 
the purchasing power of gold and the rupee was nearly the 
same. ‘Therefore, the purchasing power parity between 
gold and the rupee at this time was approximately the 
same as that in force before the war, and consequently 
the most scientific and quickest way of stabilising 
exchange was to endeavour to do so at the old level of 
Is. 4d. (gold) totherupee. It istrue that even at this time 
the fall in the purchasing power of gold was slightly higher 
than that of the rupee, and that a strict adherence to the 
theory would have required a slightly higher exchange 
rate. But, as explained above, there were mo3t valuab’e 
advantages in maintaining the old rate as far as possible, 
and it would not have been very difficult to stabilise 
exchange at that rate by pursuing the policy outlined 
above. Atany rate it becomes clear that the rate recuim- 
mended by the Committee, mz. 2s. gold, was not warrant- 
ed by the purchasing power parity between gold and the 
rupee, and that it was futile to endeavour to stabilise 
exchange at this rate. In fact, as explained before, this 
attempt failed completely and had to be abandoned. 


It is true that the purchasing power of gold fell further 
during 1920, on account of the further influx of gold into 
the U.S. A. But, it appears that this fall would not have 
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occurred, if gold had been allowed to flow freely to India, 
and if thereby the effective demand for the world’s 
gold had been allowed to increase. Moreover, it seems 
‘that the whole of this depreciation of gold will not last 
in the immediate future. The European countries will 
endeavour to strengthen their central holdings of gold, 
although they may refrain from reintroducing gold 
circulation. In fact, the Bank of England has been 
attempting to acquire more, gold. This will increase 
the world’s demand for gold, and consequently its value. 
It is true that economists like M. Cassel emphasise the 
great need of a close co-operation on the part of the princi- 
pal countries of the world in the form of an international 
agreement, to secure that countries in a position to draw 
gold to themselves from the rest of the world should 
abstain from doing so, in order that the prevailing 
value of gold in relation to commodities may be 
‘stabilised. “But, it seems that it is futile to expect the 
-close co-operation essential for the purpose, if the enormous 
-difficulties of forming and successfully working inter- 
national monetary agreements, evident from past 
experience, and the worship of gold on the part of bankers 
and Governments that prevails in all countries, are taken 
into account. It will be extremely difficult, if at all possi- 
ble, to induce any country possessing the power to draw 
gold to itself from the rest of the world, to refrain from 
doing so in the immediate or near future. It is very 
probable, therefore, that gold will recover some of the 
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‘purchasing power which it has lost.* If, ultimately, the 
proportion in the reduction of the purchasing power of 
gold as compared with the power before the war becomes 
less than the similar proportion in the case of the rupee, 
the exchange value ofthe latter willsink even lower than 
Is. dd. gold. But, it is unlikely that the purchasing power 
of gold will recover in the near future so far as to become 
much more than half of that before the war. For, the 
actual circulation of gold is not likely to be resumed in the 
near future, and as the ecconomic conditions in several 
European countries are unsatisfactory, their central banks 
will not be able, for some time to come, to regain fully 
their pre-war power of attracting and keeping gold. 
It is also improbable that the rupee will reach much more 
than half of its pre-war value in commodites, because 
the possibilities of deflation, as explained later, are limited. 
On the whole, it is probable that, in the near future, the 
‘positions of the purchasmg powers of gold and the rupee 
as compared with those before the war will be nearly 
the same, and that the normal rate of exchange between 
them will be in the neighbourhood of Is. 4d. gold, 


Similarly, the normal rate of exchange between the 
rupee and the pound sterling depends upon their relative 
purchasing powers, 7. ¢. upon the general price levels n 
India and the United Kingdom. Applymg M. Cassel’s 


* This is what actually occurred. The purchasing power of 
gold reached its lowest point in the middle of 1920, and after- 
wards kept recovering steadily. 
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formula given above, it is found that when the Committee 
reported, the normal rupee-sterlng exchange was in the 
neighbourhood of 1s. 10 d. (sterling) and that in 
the early part of 1921 it wasia the neighbourhood of !s. 7d. 
(sterling). This :a'e cannot be permanent, because England 
is trying her utmost to establish parity between the paper 
pound sterling and the gold sovereign, a xd economists such as- 
_ Profs-or Pigou and M. Cassel believe it to be practicable. 
When this object is attained, the rupee-sterling exchange 
and the rupee-gold exchange will be equivalent, as was. _ 
the case before the war. 


The second conclusion also of the Committee, that a. 
high level of exchange was advantageous to India on social 
and economic grounds, cannot be accepted. The main 
reason, which led the Committee to come to this conclusion, - 
was that high exchange would produce the effect of check- 
ing the rise of prices in India. It has already been ex- 
plained that this rise was due primarily to the inflation of 
currency brought about by the over-issue of notes on the 
part of the Government. The remedy for checking the evil 
of the rise im prices should therefore have been sought in 
curtailing the operation of the cause which brought about 
the evil, namely in contracting the note issue. In spite of 
a high level of exchange, the progressive rise in prices would. 
have continued if the operation of the cause which produced 
it was allowed to continue. It is difficult to understand, why 
the Committee ignore almost completely this fundamentat 


361 * 
cause of the Indian currency and exchange troubles: 
This action ofthe Committee was in strong contrast to that 
of the Cunliffe Currency Committee, which clearly 
pointed out the existence of the evil in England, although 
opinions may differ as regards the efficacy of the remedies 
it proposed. Moreover, although high exchange may have 
the eflect of checking the rise m prices, and low exchange, 
of fostering it, so far as cconomic theory goes, it is doubtful 
whether its a tual effect will be substantial in the peculiar 
conditions of India, where the force of custom is still more 
powerful and the play of free competition less so, than in 
the West, and where the currency, mstead of being free 
and automatic, is managed by the Government at every 
stage and in every detai. These doubts are strengthened 
by past experience, which is revealed by the tollowing: 
figures : — 


Year Index Num- 
bers for Exchange. 
prices of 
food-grains. 
btcy fs ees ce 100 23d to the rupee 
1894 ea 114 13d sf 
LOTS a3 oe 189 16d 


Table 38. 
It will thus be secn that although exchance fell by as 
much as 10 d. between 1873 and 1894, the prices of foodgrains- 


rose by 14 points only. Then, although exchange rose only 
by 3d. between 1894 and 1912, the rise in the prices of food. 
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“grains was 75 points, prices in the United Kingdom en a 
gold basis rising only by 20 points during the same 
period. 


The Committee admitted that a rise in exchange 
had the effect of encouraging imports and checking exports, 
but it maintained that this effect was transitory, and did 
not continue beyond the period necessary for wages and 
other elements of cost to be adjusted to the new conditions. 
This is correct in theory, and it is difficult to agree with the 
the contention of Indian *xport merchants that their 
trade would be permanently and altogether rumed by high 
exchange. But, the process of adjustment, upon which the 
‘Committee relied so much, will be difficult even in the 
“Western countries, and in the conditions of India, men- 
tioned above, it will be particularly difficult, and the period 
of transition will be necessarily prolonged, during which 
India’s export trade, which is much more important than 
the import trade, may suffer a considerable injury, and 
the balance of trade may be so affected as to disturb the 


monetary system established in accordance with the 


recommendations of the Committee.* That the Committee 
was aware of the existence of these difficulties will be seen 
from the important qualification which they added, 
that if a great and rapid fall in world prices were to take 
place so as to check Indian exports, on account of the 


* This is what actually occurred during 1920. The setback to 
‘India’s exports during that year appears to have been partially 
-due to high exchange. 
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failure of the costs of production in India to adjust them- 
selves with an equal rapidity, measures to suit the altered 
conditions, implying the lowering of the exchange value 
of the rupee, should be taken. In these matters, western 
standards are not yet fully applicable to India, and the 
play of natural economic forces is slower in India than in 
the West. The same considerations apply to Indian indus- 
trial development. They, however, apply to a greater 
extent, because most of the Indian industries are new, 
being started asa result ofthe war, are suffering all the dis- 
advantages that spring from a lack of experience, and 
possess no secure markets, even the Indian market being 
in the grip of foreign competitors. These competitors 
themselves have admitted that the rise in exchange helped 
them a good deal, and no better evidence of it can be found 
than in the report of the United Kingdom’s Trade Commis- 
sioner in Calcutta, on the prospects of British Trade with 
India. This would more than wipe out the indirect advan- 
tages which, in the opinion of the Committee, the Indian 
industries might derive from highexchange. Moreover, it is 
significant that the Committee merely expressed the view 
that Indian industrial development would not be seriously 
hampered by a high level of exchange, tacitly admitting 
. thereby that it would be hamperedto some extent. But, 
as the development of Indian industries has been empha- 
sised upon, in the preceding pages, as one of the most 
vital steps in India’s economic advance, it seems that any 
policy, which tends to hamper that development to any 
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extent, must be regarded as detrimental to India’s 


economic interests.* 


With regard to the third conclusion of the Committee 


that the ba'ance of advantage lay on the side of fixing the. 


exchange value of the rupee in gold rather than in sterling, 
it was seen above that its acceptance by the Secretary of 
State, instead of producing stability, ledto confusion and 


_ violent fluctu2t’ons in exchange unparalleled before. The 


Committee as well as the Secretary of State could probably 
have foreseen the undesizable consequences of making 
the rupee-sterling exchange entirely dependent upon all 
the fluctuations and fortvn>s of the dollar-sterling ex- 
change, and of the undertaking to sell Reverse Councils 
on this basis. India’s economic relations with sterling- 
using countries were far more impo:tant than those with 
countries on an effcctive gold basis, and.it was the fluctua- 
tion of the rupee-sterling exchange, which mattered most 
for India, and which the Committee was appointed 
to remedy. Ifthe Committee wanted to make the rupee 
worth 2s, when the pound sterling again became equivalent 
to the sovere gn, it should have recommended that, during 
the continuance of the depreciation of sterling, the Secre- 
tery of State should end2avour to stabilise the rupee-sterling 
exchange at some higher level, say 23. 10d., determined 


* It should be clearly borne in mind that there is no per- 


manent or intrinsic merit in a low, or demerit in a high, level of. 
exchange, and that any such SEelaston trum the above line of 


argument would Le exturely erroneous. 
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after taking into consideration the average sterling depre- 
ciation, by selling Council draftsin London and Reverse 
Councils in India at that rate, when exchang> tended 
to rise above or fall below it, and that he should ultimately 
bring it down to 2s. by lowering it gradually by two pence 
at atime, along with a definite reduction and ultimate 
‘disappearance of the sterling depreciation; but it is very 
doubtful whether efforts in this direction for stabilising 
‘exchange would have succeeded, because the level chosen, 
namely 2s, gold, wastoohigh. The best chances of stabilis- 
ing the rupee-sterling exchanze appear to have been 
afforded at t] at time by an endzavour to do so at the rate 
of fs. 10d. by the above method, so as to bring it down 
ultimately to 1s. 4d. when the pound sterlinz should again 
become equivalent to the sovereizn. Thus, all these 
‘considerations seem to show thas it was nvither necessary 
nor desirable to fix the exchanze value of the rupee at 

e. (gold), the rate recommend:d by the Committee. 
Rie if it did not see its way to recommend a rate 
lower than 2s. (gold), the wisess policy for the Government 
would probably have been to fix no rate, but to go on 
-as before, till times became more normal, the temporary 
‘disturbances sufficiently worked themselves out, and the 
price of silver became more stable. Allother considerations 
were subordinated by the Committee to that of the 
stability of exchange, but even this adsin5ag2. was nov 
secured, when its recommendations were put into force. 
And even if it had been secured, the same query might 
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have been put to the Babington Smith Committee, whicl: 
was put by Professor Nicholson to the Chamberlain Com- 
mission. ‘In all the various changes the dominant force 
has been the stability of the foreign exchange value of the 
rupee in relation to gold. If this is secured, does it follow 
that all the other functions of good money are fulfilled by 
the rupee. as so managed ? ”’ 


The other recommendations of the Committee may 
now be considered. Their view that Council drafts were 
being sold not for the convenience of trade but to provide 
for the Home Charges was thoroughly sound, but it is 
difficult to accept its recommendation that there would be 
no objection tothe sale of drafts on the part of the Secretary 
of State in excess of his immediate requirements, 
when a trade demand for them existed, due regard being 
paid to his convenience and the proper location of the 
reserves, because such a sale would tend to economise 
the movements of gold. It has been explained before 
that the sale of Council drafts has the effect of diverting 
the payment of India’s balance of trade from gold to 
silver. In all other countries, the requirements of trade 
are fully met without any active intervention on the part 


ofthe Government inthe shape of the sale of Government. 


bills. In all other countries, the Governments merely 


provide machinery for coinage, and leave it to its own. 


automatic action, excepting the provision of subsidiary 
coins. There seems to be no reason why India’s trade 
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should be conducted on lines different from these. It 
is most desirable that the Indian currency and exchange 
system should be left to its own free and automatic 
action as far as possible, and therefore, as Mr. Dalal re- 
commended, the sale of Council drafts should be restricted 
to the amount defined in the Indian budget as required 
to be remitted to the Secretary of State. 


It is noticeable that, although the Smith Committee- 
agreed withthe Chamberlain Commission that the currency 
most suitable for the internal needs of India consisted 
of rupees and notes, and that it would be to India’s ad- 
vantage to keep goldin Government reserves available 
for foreign remittance and not in circulation, its recom- 
mendations regarding the gold question were more 
liberal than those of the Chamberlain Commission, and 
were a substantial step in the direction of allowing India. 
an unrestricted use of gold, essential for establishing 
a sound monetary system. The Committee’s attitude 
and recommendations in respect of the silver problem 


were also sound. 


In the matter of the Paper Currency Reserve, in order 
to introduce some elasticity into the paper currency system, 
and to obviate the necessity for constant fresh applications: 
to the Legislature to be allowed to increase the amount 
of the invested reserve asthe circulation grew, the Commit- 
-tee recommended that the system, under which the 
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invested portion of the reserve must not exceed a fixed 
maximum, should be replaced by the regulation that 
the metallic portion of the reseve must not fall below a 


minimum percentage of the total issue, and suggested 40_ 


per cent of the gross circulation as the suitable minimum. 
As regards the composition of the invested portion of the 
reserve, the Committee recommended that the amount 
to be held in Government of India securities should be 
limited to Rs. 20 crores, the amount permissible under 
the temporary legislation then in force, and that the 
balance should be held in securities of other Governments 
within the British Empire. Of this amount, not more 
than Rs. 10 crores might be invested in securities: 
redeemable at a fixed date, but with more than one year’s 
maturity. The remainder should be held in securities _ 
redeemable withnm a year. However, in view of the 
difficulty of maintaining in the immediate future such 
a large proportion of the reserve in metal as 40 per cent, 
the Committce saw no objection to the retention, fora 
limited period, of the permissive maximum of Rs. 120 crores 
existing at the time for the fiduciary portion of the reserve. 
As to the location of the reserve, the suggestion was tha’, 
as it existed primarily for the redemption of notes in Ind‘a, 
the gold and silver in it should be held there except 
fer temporary purposes, such as awaiting shipment. To 
meet the seasonal demand for additional currency, the 
Committee, in addition to the elasticity in the note 


ds3a2 provided by the alove recommendations, further 
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“recommended, as an experimental measure along the lines 


of the Federal Reserve Note system in the U.S. A., the 
issue of notes up to Rs. 5 crores as loans to the Presidency 


. . Banks ata rate of interest not less than 8 per cent, on 


the security of export bills of exchange maturing within 
three months. — 


These recommendations were accepted and were 
incorporated, with some changes, in the Currency Act 
1920, which prescribed the permanent constitution of the 
Paper Currency Reserve, to be established ultimately, 
and the temporary arrangements to be made until effect 
could be given to the provisions relating to it. With 
regard to the former, the Act laid down that the metallic 
portion of the reserve should be 50 instead of 40 per cent 
of the gross circulation, and that not more than £ 5 million 
of it might be held in England, this sum being regarded 
as sufficient to cover the value of gold purchased there, 
and awaiting shipment, or the amount held there in anti- 
cipation of its use for the purchase of silver; that, save to 
the extent of 20 crores, which might be held in securities 


of the Government of India, the balance should be held 


in securities of the United Kingdom of no longer 
maturity than 12 months; that of 20 crores of rupee 
securities, 12 crores might be securities created by the 
Government for issue to the reserve; and that currency 
notes upto an amount not exceeding Rs. 5 crores might 
be issued against bills of exchange of a maturity of not 
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more than 90 days.. The temporary arrangements until 
the permanent measures could be introduced were that the 
permissive maximum limit of Rs. 120 crores for the fiduciary 
portion of the reserve consisting of both Indian and English 
securities was reduced to Rs. 85 crores, and that in order 
to hasten the establishment of the permanent constitution, 
the Government bound itself to pay into the Reserve all 
interest derived from the securities in the Reserve as well 
as that accruing from the Gold Standard Reserve, 
after it reached the sum of £ 40 million, of which it was 
then only £ 22 million short. 


The provisions that the gold and silver in the Paper 
Currency Reserve should be held in India, with the excep- 
tion of £5 million, which may be held in England, and that 
in order to secure some elasticity in the note issue, notes 
to the extent of Rs. 5 crores may be issued on the security 
of export bills of exchange, deserve full support, but the 
adoption of the Committee’s other recommendations, that 
the principle upon which the note issue had all along 
been based, namely that the invested portion of the reserve 
must not exceed a fixed maximum, should be abandoned 
in favour of the regulation that the metallic portion of the 
reserve must not fall below a mmimum per centage of the 
total issue, that only 40 per cent (50 per cent in the 
‘Government’s opinion) of the gross circulation should be 
‘regarded as the suitable minimum, and that for some time 
‘the minimum may contmue to be even lower, may prove 
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dangerous. It has been mentioned above that the Com- 
mittee appears to have adopted a faulty attitude towards 
the question of the note issue, unsuitable to present Indian 
conditions, and this. belief is strengthened by these re- 
commendations. It has been already mentioned that 
Western standards are not yet fully appplicable to 
India in currency matters, and this is especially the case 
in respect of the problem of note circulation. Even before 
the war, when the position of the metallic portion of the 
_ Teserve was exceptionally strong, the confidence of the 
people in the note issue was not quite strong. Since the 
war, the weekly statements issued by the Currency Depart- 
ment having been watched with attention and the gradual 
weakening of the metallic proportion of the reserve aroused 
a considerable distrust in the note circulation. Indian 
economists and commercial leaders seem solidly to favour 
the maintenance of the largest possible metallic backing 
for the notes, and infinitely to prefer it to any profits that 
may accrue from investments. Moreover, in the past 
these profits have been wiped out by the periodical writing 
down of the capital value of the investments. Further, 
even if any economies would be secured by large invest- 
ments of the reserve, they would be dearly purchased by 
the weakening of confidence, which they would produce. 
Again, if the investments are not realisable 
when required, the reserve ceases to perform the 
“functions for which it is built up. This is 
- what actually occurred during the war. It therefore 
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seems desirable that the invested portion of the reserve- 
should be limited to Rs. 30 crores to be held in the Govern- 
ment of India securities, that the whole of the balance 
except £ 5 million mentioned above, should be held in 
gold and silver in India, and that the notes should be 
made convertible either into gold or rupees at the option 
of the Government. 


The same considerations, mutatis muiandis apply 
tothe Gold Standard Reserve, whose raison detre 
is the support of exchange. The supporters of the gold- 
exchange standard including the Chamberlain Commission: 
gave their entire thought to the disturbance of exchange 
resulting from India’s balance of trade becoming un- — 
favourable, owing to bad seasons and crises in India, and. 
therefore, they always favoured the location of the whole- 
of the Gold Standard Reserve London. They 
never directed their attentionto the possibilities of a 
disturbance of exchange resulting from an abnormal increase. 
in India’s favourable balance of trade due to a war or 
crisis in England, and to the necessity of keeping the- 
reserve in India. These iatter conditions were actually- 
brought about by the war, and India’s currency and ex-. 
change difficulties would have been substantially less if the 
reserve had been kept in gold m India. Then, the gold 
could have been made available to the public against tem- 
porary investments in England, and this would have largely 
obviated the inflation of the note issue, the scramble for 
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‘silver which raised its price, and the rise in exchange, that 
took place as a result of the war. But the reserve was 
held entirely m England in securities, which proved 
aunrealisable. It is therefore surprismg to find that, 
in spite of tHis lesson of the war, the Smith Bommities 
considered London to be the proper place for the location 
of the reserve, on the ground that the object for which 
it existed was to afford protection against a fall in exchange 
by meeting demands for sterling remittances to London, 
and that it recommended that not more than half of the 
gold in the reserve might ultimately be held in India and 
‘made available to the public for foreign remittance either 
by export or by transfer to the Paper Currency 
Reserve in India against a corresponding release from 
the reserve in London, only as a concession to Indian 
sentiment. Moreover, the Committee thought that, 
although the Gold Standard Reserve should contain 
a considerable proportion of gold, it would not be possible 
for some time to obtain gold beyond meeting the needs 
of the Paper Currency Reserve and hence it recommended 
thatthe Gold Standard Reserve should be held in securities 
with early dates of maturity. But, if India possesses 
sterling securities in that reserve, and if she is 
entitled to mobilise them into gold, it is difficult to 
understand why she should not be allowed to do so, 
in addition to meeting the needs of the other reserve. 
It seems most desirable that as soon as possible the whole 
of the reserve should be held in gold in India. Then the 
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gold can be immediately made available to the public 
for foreign remittance purposes, whenever the balance 
of trade becomes unfavourable, and it can also be used 
for meeting difficulties such as those which arose during 
the war from an abnormal increase in the favourable 
balance. Another advantage of keeping the reserve 
in gold in India would be that it would be a source of 
great strength to the Government of India, which has 
heavy financial responsibilities in the shape of postal 
savings bank deposits, Treasury bills and short-term 
loans, in a country which is liable to financial panics, 
and in which the banking credit is small in relation to the 
magnitude of the Government responsibilities and the 


size of the country. The recommendation of the Committee 


that the profits from the coinage of silver should continue 
to be credited tothe Gold Standard Reserve, may be 
accepted, not only for the reason given by it, namely that 
if the normal current of Indian trade was adversely affected 
by a rapid fall in prices, a heavier call might be made on 
the reserve for supporting exchange than had been made 
in the past, but also for the reason that, if the reserve 
is to be used in the future for meeting difficulties due to a 
large increase in the favourable balance of trade, the war has 
shown that very heavy calls are likely to be made upon it. 


One of the lessons of the war has been the failure 
of the gold-exchange standard, whose basis is the economy 


of gold secured by concentrating it in central reserves, | 


ee 
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and making it available for foreign remittance purposes, 
the internal circulation consisting of rupees and notes 
convertible into gold for remittance, at a fixed rate. 
Till the end of 1920, this standard was proof against 
the difficulties resulting from an unfavourable turn ip 
the trade balance, but was not so at all against those 
arising from an abnormal increase in that balance, 
with the result that, as mentioned above, the Government 
could not obtain enough silver for its disbursements, 
that it practically forced notes upon the people, and so 
depreciated them, and that the reserves invested in 
securities could not be mobilised into gold, which would 
have proved most useful in meeting the difficulties of the 
Government.* Hven the Smith Committee, although 
making a show of maintaining the standard intact, had 
to abandon it in two fundamental respects and to conform 
to the gold standard. Firstly, it abandoned the essential 
principle of the economy of gold by recommending free: 
coinage and circulation of gold. Secondly, the principle 
adopted by the Committee that Council drafts. 
were not sold for the convenience of trade, although 
sound, as explained before, knocked the bottom 
out of the gold-exchauge standard, namely the 
cancellation of trade indebtedness, with the greatest. 
economy of gold, through the provision of cheap 
facilities for remittance to and from India. The only 


* Moreover in the early part of 1921 tha standard ceased to be. 
proof even against the difficulties caused by an unfavourable 
balance of trade, and exchange fell below Is. 4d. (sterling). 
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solution of India’s currency and exchange difliculties 
seems to lie in the adoption of a gold standard and 
a gold currency. It is true that economy of gold is an 
object to be aimed at, and that gold im circulation is less 
useful for remittance purposes than gold in central 
reserves, provided that the reserves are kept available 
at alltimes. But it may be pointed out that this internal 
economy of gold was attained in the United Kingdom 
before the war, when its currency system was healthy, 
by a remarkable development of the deposit-cheque system, 
and was immensely helped by the growth of the method 
of cancelling or avoiding gold imports in the settlement 
of favourable foreign exchanges, by means of foreign 
investments. For any substantial development of these 
methods, the people of India, a subject people witha history 
of centuries of insecurity of private property, are totally 
unprepared at present, andany attemptsto force uponthem 
an internal economy of gold before they are educated up 
to it, are bound to aggravate India’s currency ils instead 
of curing them. The aim can be achieved only gradually 
by a steady development of the banking habit in the 
people and by creating confidence in the note issue, 
and inthe meanwhile a free circulation of gold will goa 
long way in ensuring health and stability to India’s 
currency and exchange system. 

Finally, it seems essential to emphasise the necessity 
of abandoning as far as possible the official management 
_ of the Indian currency and exchange system at almost 
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every stage and in every detail, and of leaving it to its 
own free, open, and automatic action, in conformity 
with natural economic principles. The play of economic 
forces is diverse and intricate, and any official interpreta- 
tion of it in any country is likely to be often incorrect. 
Moreover, wherever official management is necessary, 
it should be inthe hands of the Government of India, 
and should not be left to the decision of the 
Secretary of State.* The latter operates from 
a distance of six thousand miles from the Indian 
financial centres, remote from all Indian economic 
thought and influence, and in direct touch with and under 
the influence of the London money market. Moreover, 
it is often impossible to obtain any information in India 
of the reasons which guide his actions. The Government 
of India, on the other hand, is in close contact with 
Indian views, and its Finance Ministers have for some 
years past kept themselves in personal touch with 
financial and commercial opinion, although that opinion 
has not been given its due weight, mainly because all 
important decisions have been in the hands of the Secretary 
of State. It seems therefore essential that in future 
all decisions on India’s currency and exchange policy | 
should be left to the Government of India to be taken 
by it, with the advice of the Indian financial and commer- 
cial community, aud with the sanction of the reformed 
and enlarged Legislative Assembly. 


tt 
* Cf. Sir Stanley Reed’s memorandum to the Smith Committees, 
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CHAPTER X. 
pa ett 


The Bank'ng System. 


At the time of the outbreak of the war, the Indian 
banking system as a whole was very weak on account of 
the banking crisis of 1913 and the subsequent failures. 
The position of the Presidency and Exchange banks was 
quite sound and sufficiently strong. The former enjoyed 
the prestige derived from actingasbankerstothe Govern- 
ment and were strictly restricted in their business by law; 
the latter were backed by very powerful financial interests 
abroad and most of them had existed for many years. 
The weakness of the system was due to the unsatisfactory 
condition of the Indian Jomt-Stock banking, resulting in 
numerous failures, which commenced in 1913 and con- 
tinued till 1917. The extent of the catastrophe may be 
realised from the fact that during these years no less than 
87 banks had to be liquidated, and that no less than 34 
per cent of the total paid-up capital of Indian Joint- 
Stock banks was lost inthis way, It seems necessary 
to examine briefly the causes of these failures in order to: 
find out how far the war enabled the system to remove 
the defects, which had thus been brought tolight. During 
the decade preceding the war a large number of mushroom. 
banks grew up in Western India, the Punjab and the United | 
Provinces, and having developed in smooth times and not. 
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having existed long enough to remember any previous 
crisis, they conducted their business in violation even of 
the elementary priciples of banking.* In the first place, 
they had an imposing authorised capital, but the sub- 
scribed capital was far smaller, and the paid-up capital was 
still smaller. The aggregate subscribed and paid-up 
capitals were only 40 and 14 per cent. respectively of the 
authorised capital. This deficiency of capital made them 
almost wholly dependent upon deposits for conducting 
their business, and in order to attract them they offered 
much higher rates of interest than they could really afford, 
if they had conducted legitimate business only. Therefore, 
in order to be able to pay the high rates, they employed the 
funds at their disposal in the most hazardous enterprises. 
Large sums were locked up in speculative dealings in silver, 
pearls and other commodities, long-term businesses were 
financed without efficient investigations into their sound- 
ness on the chance of earning large profits, and short-term 
deposits were used for this purpose, and too large a 
proportion of the total available funds was frequently 
sunk in a single business. Many of the directors and 
managers had little knowledge either of the principles or 
of the practice of banking,and some of them resorted even 
to dishonesty, fraud, and criminal mismanagement. Thus, 
they lent the funds of the banks of which they were the 
_ directors or managers to themselves or to concerns in 


. * Compare Keynes, Indian Currency & Finance, pp. 223-25, 
and Shirras, Indian Finace & Banking, pp. 365-7. 
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which they were directors or partners ; they made away 
with the assets of the banks by showing in the books, 
debts due to the banks that did not exist ; to hide all this 
mismanagement and fraud the books were left in an 
incomplete state, not being written up to date, or they 
were falsely made up ; window-dressing was freely resorted 
to in making up the balance-sheets; and in a few cases 
dividends were paid out of capital. After knowing this, 
it will not surprise any one to know that very low cash 
reserves were kept, amounting in the aggregate to no more 
than 10 per cent. of the liabilities. These were hopelessly 
inadequate to serve their purpose in a country like 
India, where the banking habit is still farfrom being 


formed. 


It must not, however, be supposed that the above 
description of the causes of the banking crisis and failures 
was applicable to all the Indian Joint-Stock banks. Many 
of them, especially the larger and the older ones, conducted. 
their work on sound lines, and, although not so strong ag 
the Presidency or Exchange banks, were strong enough to 
withstand the crisis. without untoward consequences. 
The description applies chiefly to the small banks which 
rapidly sprang up after 1904.. Again no conclusion regard- 
ing the capacity of Indians to manage joint-stock banks 
can be drawn from the bank failures, because a common 
feature in the early history of joint -stock banking in every 
country including the United Kingdom has been a large 
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number of bank failures. Dr. Andreades points out that 
from 1820 to 1870 the Bank of England. came to- 
the verge of bankruptcy every 10 years,* while 
the lists of banks that failed inthe United Kingdom and’ 


the U. 8. A. are of enormous length. Failures are in- 


evitable during the infancy of joint-stock banking in any 


country, and India has not yet passed through that stage. 
Nevertheless, it is quite true that the method pursued by 


many of the Indian Joint-Stock banks were such as to 


invite the most serious crisis, and that, when it actually 


came. they were altogether unable to resist it. The crisis: 


was aggravated by the complete ahsence of co-operation 
between the Indian Joint-Stock Banks themselves, or 
between them and the Presidency and Exchange Banks. 


This was the result of the complete decentralisation of the 3 


Indian banking system, 7. e. of the absence of a national 
bank, which in a Western country guidesthe general bank- 
ing policy of the country, and endeavours to mitigate a 
crisis by remedial actiont 


Having thus examined briefly the position of the 


Indian banking system just before the war, we may 


proceed to consider the developments that arose after 
the outbreak of the war. The best method would be to- 


combine the balance-sheets of individual banks into three, 


* Andreades, History of the Bank of England, p. 404 


+ Compare Malaviya’s note to the Report of the Indian Indus- 


trial Commission, pp. 337-8. 
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the first for the Presidency banks, the second for the 
Exchange banks and the third for the thirteen major 
Indian joint-stock banks, and to examime the various 
items on the sides of liabilities and assets. In doing so it 
should be borne in mind that the conditions of the country 
from the banking point of view are yet very different 
fromthose inthe West. The population is vast, scattered, 
and largely illiterate; the means of communication in many 
parts are defective ; the country is in a state of industrial 
transiticn; it has passed through numerous currency 
difficulties ; the joint-stock banking has grown recently — 
and has not yet passed through the initial stages ; it has 

been allowed to grow without any central contro! or 
definite policy; every nine out of ten men keep their 
savings with themselves , or are under the sway of the 
usurious money-lender, and the tenth has only irregular 
dealings with his bank, has little confidence in its solvency 
and makes a run upon it at the first sign of any trouble. 
Thus, it becomes clear that Western standards are not yet 
fully applicable to the Indian banking system. Jor in- 
stance, a proportion of cash reserve to liabilities, that may 
be considered adequate in a Western country, would be 
far from being so in India. Hence any judgment upon the 
strength of the Indian banking system would lose much of 


its value, if the difference between Indian and Western 
conditions is not adiquately taken into account. 


One of the striking features of the system was the small 
amount of capital and the relatively large amount of 
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business handled with it. Although this enabled the banks 
to pay good dividends with a narrow margin of profit on 
their turnover, it was an element of weakness and was 
fraught with dangers under the prevailing conditions. 
of the country. An examination of the three combined 
balance-sheets given at the beginning of this chapter 
shows that the position of the banking system from this. 
point of view further weakned during the war. While 
the amount of the business: handled by it increased to a 
' large extent, the increase in bank capital and reserves was 
small. The capital of the Presidency and Joint-Stock 
banks remained the same as before the war, but the reserves 
of the former slightly diminished, while those of the latter 
slightly increased. The capital and reserves of the Exchange 
banks increased appreciably, but they have numerous 
branches out of India, and the whole of their capital and 
reserves cannot be said to belong to the Indian system. How- 
ever, it is not possible to find out the share of their capital and 
reserves that may be assigned to their branches in India. 


The most striking feature of the Indian banking 
system during the war was the great increase in deposits. 
At the end of 1917 as compared with the end of 1913, the 
deposits of the Presidency banks increased by 78 per cent, 
those of Joint-Stock banks by 49 per cent, those of the 
Exchange banks in India by 83 per cent, and the total 
deposits of the Indian banking system by 65 per cent. At. 
the end of 1918, the deposits of the Presidency banks. 
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declined appreciably, but the total deposits of all the banks 

increased further to a substantial extent. This increase — 
led the unwary to conclude that India enjoyed an un- 
precedented prosperity during the war. But,. in reality 
most of the increase was merely an evidence of indebtedness 
and inflation and not of prosperity, because most of the in- 
crease in the deposits consisted not of cash paid in, but of cre- 
dits borrowed. This creation of credit further increased the 
means of payment in the country, which were already 
increased by the expansion of the paper currency, and led 
to a further rise in prices. The creation of this large mass of 
eredit was mainly the result of Government war finance- 
The Government of India financed its own’ war expendi- 
ture in India as well as that on behalf of the Home 
Government, by means of raising loans and obtaining 
credits in the form of Indian Treasury bills. The banks 
had to purchase large amounts of warloansand Treasury 
bills themselves, as well as to grant large amounts of credit 
to their customers to enable them to make similar 
purchases. These purchases of loans and bills were paid 
for by means of the grant or transfer of credit to the - 
Government which transferredit to the public by 
means of payments to contractors, manufacturing firms 
etc. The result was that the deposits of the banks 
were increased by the amount of their subscriptions to 
the Government loans and bills, and by the amoung 
of the credit granted by them to their customers to 
enable them to make similar purchases. It is true that 
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a part of the increase of deposits consisted of cash paid in, 
and would have taken place in normal conditions. But that 
was a comparatively small part, and a very large part of 
the increase arose out of the inflation of credit, and was an 
evidence of indebtedness only. Moreover, a comparison of 
the increase of deposits in India with that in the other prin- 
cipal countries leads on the whole to unfavourable results. 


Bank deposits in principal countries in £ million, 
End of End of Percentage 
191 


3 1917 of increase 

Germany ae irs si 543 1,472 171 
Japan .. ec Ba es 185 416 125 
U.8. A. els ae 5 2,101 4,081 94 
United Kingdom Ae <3 1,104 1,872 70 
India ~~. ae ate aN 65 107 65 
France .. Se oe “i 266 435 64 
Australia ie is ae 150 209 39 
Canada oe es eS 233 320 3 

Table 42. 


It is evident that the case of Germany was 
thoroughly bad, and that inflation of credit had preceeded 
there to a far higher stage than in India. It is true that 
the proportion of the increase of deposits in Japan and the 
U.S.A. was substantially higher than in India, but taking 
into account the enormous increase in their foreign trade, 
and the failure of India’s foreign trade even to recover 
completely from the adverse effects of the wal, 
which was considered in an earlier chapter, it is only 
fair to conclude that a larger propoition of the increase 
of deposits in these two countries than in India was an 
evidence of wealth and not of indebtedness, although it is 
not possible to find out the exact proportions, and that, 


eliminating the increase of deposits resulting from a real 


389 


increase of wealth, it cannot be said that inflation of credit 
proceeded further in the two countries than in India. 
Then it is surprising to find that, although the United King- 
dom and France had to bear far larger burdens of war 
finance than India, the proportion of the increase of deposits 
in France was even slightly less than in India, and that 
the proportion in the United Kingdom was only slightly 
higher. Canada and Australia fared much better than 
India in this matter. Thus it appears that t.ll the end 
of 1917 India did not fare better in respect of the 


inflation of bank credit than the other countries with the 
exception of Germany. 


The increase in the liabilities in the shape of deposits 
in Indian banks was, however, accompanied by a large 
increase in cash balances, and from this point of view 
the -war considerably strengthened the Indian banking 
system till the end of 1917. The extent ofthe improve- 
ment is shown by the following table :—- 


Proportion per cent. of cash to liabilities on deposits of the several 
classes of banks on 3ist December each year. 


Presidency Banks .. as 
Exchange Banks. ae Se “ 
(1) Banks doing a considerable por- 

tion of their business in India. . 19 «28 19 25 40 20 
(2) Banks which are agencies of 

large banks doing business all 

over Asia “a Ss Ke 17 26 41 35. 160 116 

Indian Joint Stocks Banks. 
(1) Major Banks with capital and 

reserve of Rs. 5 lakhs and over 18 2h 22, 24 25 23 
(2) Minor Banks, with capital 

and reserve between Rs. i and 


Slakhs .. HE <e és 16 22 22 17 21 24 


1918 1914 1915 1916 1917 1918 
36 46 34 45 45 29 
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It has been already mentioned that one of the principal 
causes of the crisis and failures of 1913 wasthe inadequacy 
of cash reserves. The crisis taught the banks which survived 
it.a good lesson, the importance of which was made more 
evident to them by their experiences at the outbreak of the 
war. Therefore, during the war they endeavoured to 
strengthen their cash reserves, and they were enabled to 
do so by the fact that the profits of industries, which in 
normal times would have been invested in the creation 
ot new enterprises or in the expansion of old enterprises, 
or remitted to London, could not be utilised in these 
ways on account of the abnormal war conditions, and so _ 
were kept with the banks. The increase in the cash balances 
of the Exchange banks was specially noticeable, and was 
due to causes peculiar to themselves. On account of the 
difficulty of obtaining remittances from their head offices, 
and also of the delays in cables, their branches in India 
found it necesssary to maintain proportionately larger 
balances, and did so by imports of gold. This accretion 
to their resources was till the end of 1917, an important 
factor in the increase of the cash balances of the Presidency 
banks, which are bankers’ banks, and with which the 
Exchange banks keep a portion of their resources on 
deposit. At the end of 1918, the proportion of cash to 
liabilities declmed considerably, in the case of the 
Presidency banks, and the Exchange banks doing a large 
part of their business in India. This, however, was tem- 
porary, and calls for no adverse criticism, because their 
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financial position has been very strong, It is satisfactory, 
to note that the improvement in this respect was on the 
whole kept up in the case of the Indian Joint-Stock banks, 
which constitute the most vulnerable part of the Indian 


banking system. 


Atter the above explanation of the nature: of the 
remarkable increase of deposits, the large increase in the 
investments of the banks can easily be understood. The 
investments of the Presidency banks increased by 142 
per cent, those of the Exchange banks doing a considerable 
portion of their business in India by 137 per cent, and those 
of the Joint-Stock banks by 53 per cent. This increase 
was mostly due to the large purchases of Government 
issues of all kinds by the banks from the outbreak of 
the war, in order to assist the Government in its 
war finance. These investments produced the same 
effect on the deposits of the banks as the advances made 


by them. 


With regard to discounts and advances, it will be seen 
that there was a considerable increase in the case of the 
Presidency and Joint-Stock banks, and that the increase 
in the case of the Hxchange- banks was inappreciable. 
The latter was largely due to the restrictions imposed by 
the Government on the discounting of foreign bills, to 
enable it to cope with the currency and exchange 


-difficulties explained before. 
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Thus, on the whole, the Indian banking system did 
well during the war. This is shown by the fact that 11 out 
of the 15 most powerful banks in India declared higher 


dividends in spite of the necessity of writing down their 


investments in Government securities, which continued to- 


depreciate in value. The remarkable increase in deposits. 


was an unfavourable feature, but, from the banking point 
of view, it was met by strengthening the cash reserves. 


Moreover, other important banking developments arose- 


out of the war. The crisis of 1913 clearly showed the- 
defects and dangers of the free banking system of India, 
under which the country had no definite banking policy, 
and each bank conducted its business entirely in its own- 
way without any control from a central institution. The 
lesson taught by the crisis was reinforcecd by the experi- 
ences during the war. Moreover, all the other principal 
countries of the world, with the exception of the U.§. A., 
had developed a central system long before the war. Even 
the U.S. A. realised the grave dangers of a decentralised 
and uncontrolled system, decided to adopt a central system 
just before the outbreak of the war, and worked it out 
during the war.* At the.end of the war India alone 
remained in the possession of an uncontrolled system. 
The advantages irom the existence of a central banking 


* 


Anderson, Effects of the War on Money, Credit and Banking 
in es and the U. 8. A. and Agger, Organised Banking. 
pp. 265 fi, 


pit i . n 
Tere a Pe eee AR Se Pee? ae) sad te he te par a 


ee nT ee a eo er 6h 


393 


institution were great and obvious, and it was decided to- 
establish such an institution by an amalgamation of 
the three Presidency Banks into the Imperial Bank of India. 
Several objections were raised against the scheme, such as 
provincial jealousies, banking rivalries, the difficulty of 
findmg a competent directorate in the country, and the 
capacity of independent banks, familiar with local condi- 
tions, to realise local needs more accurately than the 
branches of a central stitution. The difficulties however 
have been overcome, and the scheme has been put into- 
operation by the Imperial Bank Act of 1920. Such an 
institution was bound to be established sooner or later, 
because all the tendencies had been in this direction, but 
the development was hastened by the war. 


Although the war afforded a considerable stimulus to- 
industrial development in India, it also showed how much 
that development was being hampered by the lack of 
banking facilities. Progress of branch banking 1s one of 
the greatest needs of the country to-day, and the solution 
of this urgent problem is being materially advanced by 
the Imperial Bank of India. At present there is almost 
complete lack of banking facilities outside large-sized 
towns. The proportion of towns with a population of 
10,000 and over, in which the banks and their branches. 
are situated, is only 25 percent. There are more than 200: 
districts in which there is no branchof the Presidency 
banks, and only in a few of these is there a branch of a 
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joint-stock bank of any importance.* It is then not 
surprising that the Indian banking system compares very 
unfavourably with that in other countries from the point 


. 


of view of branches, capital and deposits. 


Number of hanks, capital, deposits and foreign trade in the principal 
countries. 

India U.K. U.S. Canada Australia Japan 

1917 1918 1917 1917 1917 1916 


Number of banks Rig 55 54 28,913 21. 24 2,143 

ae », branches. .. 304 9,303 -.. 3,306 2,332 3,731 

» Capital £ million BA refi 88 482 23 35 67 

Deposits £ milliont .. 118 ao, <205 106 324 316 494 

Deposits per head £ .. 0-7 52 55 46 63 8 
Foreign trade £ 

million tie ae 253 1,849 1,886 416 174 188 


* Tncludesthe total capital(£15 million) of the Exchange banks as their 


Indian portion cannot be estimated. | 
+ Includes Savings bank deposits. 
Table 44. 


The indispensable preliminary to the extension of 
banking was the establishment of a powerful central bank, 
closely connected with the Government, and pursuing a 
definite policy of establishing an increasing number of 
branches throughout the country. If the Presidency 
banks had continued to work independently, no substantial 


increase in the number of their branches could have 


been expected in the near future owing to territorial 
restrictions and considerations of profit and loss.¢ The 


amalgamate institution, however, in return for valuable 
CISA er 
* To realise the extreme shortage and the inadequate distribu- 
‘tion of banking facilities in India, see the map facing, p, 58 of the 
Statement exhibiting the Moral and Material Progress of India 


41919, 


+ Despatch of the Government of India to the Secretary of 
State on the Amalgamation of the Presidency Banks, June 1919. 
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privileges granted by the Government, has undertake to 
establish 100 new branches within five years out of which 
the location of 25 will be determined by the Government, 
and the aim is to continue this progressive policy, until 
every town. of importance possesses a branch of the 
Imperial bank. It is true that this extension of banking 
facilities will not immediately attract the deposits of the 
public now lying idle in hoards, and turn them to produc- 
tive uses. The process is bound to take time, because 
the banking habit cannot be easily created in a community, 
the general level of whose education is very low. But a good 
beginning has already been made, because the mere 
establishment of a branch of the Imperial bank in a 
district, conducting Government treasury and public debt 
business, possessing undoubted stability, and making 
advances to local traders on reasonable terms, will exercise 
a considerable influence upon the mental attitude of the 
public towards banking in general, and in course of time 
these branches may fairly be expected to secure a large 
amount of deposits from them, thus effecting a considerable 
economy in the use of the precious metals, and avoiding 
the existing waste of the resources of the country, 


The Imperial bank willextend the banking facilities in 
the country not merely by establishing a large number of 
branches, but also by affording a valuable stimulus to the 
development of joint-stock banking. It was futile to 
expect any large merease in the number of joint-stock 
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banks im the up-country districts or in their financial sta-— 
bility, so long as they had not at their door the branches: 
of a powerful central institution, to which they could look 
for guidance at all times in their general financial policy, 
and for assistance in times of difficulties or of tight money, 
when they desired to raise loans by pledging their gilt-edged 
securities, and in quelling an incipient panic. It is true 
that in the past the branches of the Presidency banks. 
acted aS bankers’ banks, and rendered assistance of this. 
kind as far as they could. But the guidance and help given 
to the joint-stock banks were altogether insufficient owing 
to the small number of the branches of the Presidency 
banks. In the near future the joint-stock banks will have 
behind them the Imperial bank with its numerous branch- 
es, upon which they will be able to rely for guidance and 
assistance, which will exercise an effective control over 
their discounts and advances and the creation of deposits,. 
thus minimising the possibilities of a crisis and mitigating 
its severities if it takes place, and which will form the 
solid background necessary for the healthy development 
of various forms of joint-stock banking, agricultural, 
industrial and ordinary, of which the country is in great 
need. For such a development, moreover, an equally vital . 
necessity is a large supply of efficient men, properly trained 
in the modern methods of banking. The establishment 
ot a large number of branches of the Imperial bank wilk 
involve the employment and traming of a large number 
of Indians, and the demand for and the training of these 
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men by the Imperial bank will immensely stimulate 
their supply for the joint- stock banks. 


The internal trade of the country also will benefit 
‘Substantially from the creation of the Imperial bank and the 
multiplication of its branches. In the past, the Presidency 
banks and their branches gave valuable assistance to 
indigenous bankers in their work of financing the internal 
trade, by purchasing and rediscounting their internal bills 
- of exchange called hundis. By the rates which they 
charged on the rediscount of hundis, and by their readiness 
or refusal to extend these commitments, they determined 
the provision of credit and the rates charged for it in the 
country money markets. It is therefore clear that the 
Imperial bank, by the extension of its operations through 
a largely increased number of branches, and by employing 
more funds in the rediscount of hundis, will assist the 
finance of the internal trade to a much larger extent than 
the Presidency banks could do. 


Intimate relations between the Imperial bank and 
the Government of India will be established, the aim is 
to develop them further in the course of time, and there 
isno doubt that both will benefit from them. Asub- 
stantial part of the financial and banking work hitherto 
performed by the Government of India will be transferred 
to the Imperial bank, which will relieve the officers of the 
Government of the financial responsibilities, for which they 


398 


do not adequately possess either the training or the experi- 
ence, and whose work will be Jess open to constant public 
criticism than that of the Government officers. In the 
first place, with the co-operation of the Imperial bank, 
the administration of the public debt will be improved by 
a considerable measures of decentralisation, and a good 
deal ofthe work connected with small holdings of 
securities, which at present is performed only at Calcutta, 
will be conducted in the districts in which the securities are 
held. The policy of decentralisation is to be further 
developed, and in the course of time, as the Imperial 
bank establishes branches in every district, 1t will become 
possible for the majority of up-country holders of the 
Government securities to get all the business connected with 
them done at their district headquarters. This will avoid 
the irritating delay and the perplexingly elaborate proce- 
dure involved in the centralisation of the public debt 
business at Calcutta, and will encourage investments in 
Government securities in the up-country districts. 


Secondly, the Reserve Treasuries will be abolished, 
and the Government balances kept in them will be trans-. 
ferred to the Imperial bank. It has been explained in an 
earlier chapter that during the war the Government was. 
compelled by its measures of war finance to keep a large. 
portion of their balances with the Presidency banks. As- 
this policy proved beneficial to the interests of the Govern- 


ment, the banks, and the money market in general, it will: 
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be made permanent, and eventually, when the branches: 
of the Imperial bank are established at all the district 
headquarters, the whole of the Government balances in 
India will be kept with the Imperial Bank, and the inde- 
pendent treasury system will completely disappear. 
The control of large Government balances, without having 
to pay interest for their use, willimmensely strengthen 
the position of the Imperial Bank, especially during the 
busy season. But, the Government will have to under- 
-take a great responsibility in keeping a large part of their 
balances with the Imperial] bank, and is therefore bound to 
take special measures for their protection and security, 
and in order to ensure that the Imperial bank should not 
depend uponthem unduly for its cash reserve, andthat they 
should be immediately available whenever required. The 
abolition of the Reserve Treasuries will deprive the Govern- 
ment of its present power of withdrawing at any time its de- 
posits from the Presidency banks in excess of the guaranteed 
minimum, which enables it to influence the general policy 
of the banks. The Act of 1920 therefore provides for a 
Government representative, who will be the Controller of 
currency, on the governing body of the Imperial bank, who 
will keep the Government in touch with all the important 
developments in the general policy of the bank, and who 
will be empowered to hold up any important action of 
the bank as affecting the Government interests or the 
safety of its balances, pending the orders ofthe Government 
thereon. He will, however, be armed with this powe 
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only a8 a safeguard, and the necessity for its use is not 
likely to arise at any time. 


The establishment ofa branch of the Imperial 
bank in London will also prove advantageous both 
to the bank and the Government. Through it the bank 
will secure a direct access to the London money market, 
will buy and sell bullion for consumption in the Indian 
bazzaars under-the control of the Secretary of State, will 
rediscount the bills of the Exchange banks, and will be 
placed on the same footing as the approved borrowers, 
with regard to the loans at short notice of the cash balances 
of the Secretary of State. In addition, it is likely that the 
expert advice of the London branch of the bank will be 
taken in lending out the cash balances of the Secretary of 
State. His remittance business will not be conducted 
by it in the near future, but the use by the bank of its own 
resources in the business of rediscounting bills of exchange 
will probably, in the course of time, show the desirability 
of employing it for the transfer of public funds from India 
to London and vice versa. 


The Imperial bank will moreover benefit substantially 
from the removal of some of the restrictions upon working 
imposed by the Presidency Bank Act of 1876. It is 
true that the present strength of the Presidency banks 
is largely due to the wholesome checks imposed by that act. 
But it was framed forty years ago, when the banks were 
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far less strong than at the end of the war, and imposed 
restrictions, which were beneficial and necessary then, 
but which had become needless in the course of time, and 
merely hindered the further development of the banks. 
However, one unnecessary restriction remains, and it is that 
the Imperial bank will not be allowed to conduct any 
exchange business directly by discounting foreign bills of 
exchange. The continuance of the restriction has been 
_ defended on two grounds, firstly that the exchange business 
involves considerable risks, and secondly that, ifthe Impe- 
rial bank were to compete with the Exchange banks 
in this business, it would lose the use of the balances main- 
tained by them with it. However, it may be pointed out: 
firstly that up tonow no Exchange bank has failed, and 
that all of them have earned large profits especially in 
recent years, and secondly that the Exchange banks will 
not be able to dispense with the services of the Imperial 
bank, which will be the bankers’ bank. In the past the 
Exchange banks have looked to the Presidency banks 
for guidance and assistance in times of trouble, and they 
cannot expect to obtain the same fromthe Imperial bank, 
unless they keep substantial balances with it. Itis probable 
that the maintenance of this restriction upon the working 
of the Imperial bank will merely serve to preserve the 


monopoly of this business for the Exchange banks. 


In addition to the above advantages, which will be 
mutually secured by the Government and the Imperial 
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bank from the creation of intimate relations between them, 
others are likely to arise in the course of time. The manage 


ment of the paper currency is an instance of this kind. 
It will not be possible to transfer this management to the - 


Imperial bank in the immediate future, as the position of 
the paper currency is unsatisfactory and uncertain on 
account of its inflation during the war. “When, however, 
a stable: policy is evolved and currency conditions settle 
down, and when the management of the paper currency 
becomes a more or less routine application of firmly esta- 
blished and sound principles, it willbe desirable to hand 
over the management to the Imperial bank. 


The affairs of the Presidency banks will be managed 
by their respective local boards of directors as before, but 
the general policy of the central institution will be directed 
bya central board consisting of the presidents, vice- 
presidents and secretaries of the local boards, who will 
represent the interests of the shareholders, of four 


non-officials nominated by the Government to watch over 


the interests of the general taxpayer, and ofa control- 
ler of currency representing the Government directly. 
Two members selected by the central board from among 
themselves will form their executive. The constitution 
of the central board thus corresponds to that of the Federal 
Reserve Board in the U. 8. A. 


Finally, the organisation of industrial banks was con- 
siderably stimulated by the war. The immense difficulties 
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of the middle class industrialists in respect of their 
capital requirements were explained in an earlier chapter; 
but no industrial bank existed before the war to give them 
assistance, largely because the large profits, which were 
secured from the ordinary commercial banking, led the 
banking community to neglect industrial banking. Moreover, 
none of the banks in existence before the war possessed — 
the special organisation necessary to enable them to finance 
industrial projects. The business of the Presidency banks 
was restricted by law, and, in addition, they could not lock 
up their deposits in industrial ventures for any length of 
time. The Exchange banks were too busy with the finance 
of the foreign trade to pay any attention to industrial 
finance, and had no resources to spare during the busy 
season. Moreover, the fact that their directorate and head- 
offices were outside India, was an obstacle in the way of 
their taking up industrial banking. Some of the Indian 
Joint-Stock banks endeavoured to finance industrial under- 
takings, but came to grief in 1913 and in the two subsequent 
years, because they possessed insufficient capital and 
depended mainly upon short-term deposits. They we1é 
organised for commercial banking, and did not possess 
enough capital, long-term deposits and technical knowledge 
to undertake industrial finance with success. However, 
the stimulus afforded to the industrial development by 
the war showed not merely the urgency of the development _ 
of industrial banking, but also the great future which 
lay open before it. Secondly, large amounts of capital. 
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seeking profitable investments became available in the 
capital cities on account of the large profits secured by some 
merchants during the war, and therefore sound projects 
for the organisation of industrial banks were likely to 
receive an adequate response from the investing public. 
Thirdly, the difficulties of banks in respect of the technical 
assistance necessary to enable them to know the conditions 
and prospects of industrial ventures requiring financial help, 
had diminished on account of the greater guidance afforded 
by the technical departments of the Government and the 
promise of more assistance in the near future through the 
organisation of new technical services. Lastly, the new 
spirit of enterprise created by the war turned into the 
channel of industrial banking, among many others. The 


result of the operation of these factors has been that four | 


industrial banks, with large capitals, viz. the Gwalior 
Financial Corporation, and the Tata, Karnani and Calcutta 
Industrial banks are now in existence, and are likely to 
be followed by others in the near future. The special 
business of these banks is to finance industrial projects and 
the development of existing concerns by making advances 
to them or by underwriting their bonds, but they con- 
duct the ordinary commercial banking business also. The 
combination of the two funetions is not very desirable, 
because it involves the danger of locking up short-term 


deposits. But, it is necessary, because the restriction of 


the business of the banks to industrial finance will not 


enable them for some years to pay good dividends on their 
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large capitals. The danger, however, may be obviated 
by using share and debenture capital and long-term deposits 
only for the purposes of industrial finance, and it may be 
desirable to prohibit by law the use of short-term deposits 


for this purpose.* 


The war thus brought about, at any rate hastened, 
highly important developments in the Indian banking 
system. However, much remains to be done to remove by 
means of legislative enactment and inspection, the defects 
In the system brought to light by the crisis of 1913. Bank- 
ing legislation in India is unfortunately limited to the 
Presidency banks, the Joint-Stock banks are subject only 
tothe Indian Companies’ Act, and there exists no special 
banking legislation to control their operations. They 
would have greatly benefitted in the past, if their business 
had been subjected to restrictions similar to those in the 
Presidency Banks’ Act of 1876 and in the banking legis- 
lation of other countries. Their future development will 
depend a great deal upon the existence or absence of such 
restrictions.f In the light of the experiences of 1913 
it seems desirable that no institution should be allowed 
to call itself a bank unless it restricts its operations to 
proper banking functions only. This would prevent the 
recurrence of the practice of some institutions prior to 1913, 
which conducted all sorts of miscellaneous operations, and 


* $See Shirras, Indian Finance and Banking, p. 394. 
+ Compare Shirras, Indian Finance and Banking, pp. 419-20. 
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called themselves banks in order to hoodwink the public 
and to attract their savings. Secondly, no bank should be 
allowed to commence its business, until it secures a certain 
paid-up capital. Legislation of this kind has proved 
very advantageous in Canada, and in India it would 
obviate the difficulties that arose in 1913, because some 
banks attracted considerable deposits from the ignorant 
public by publishing their authorised capital, which was 
large, and avoiding any mention of their paid-up capital, 
which:wastco small for the conduct of banking operations 

Thirdly, it seems desirable to restrict by law the grant of 
loans and the discounting of paper, for, one of the causes 
of the failures of 1913 was the grant of excessive loans to, 
or the discounting of too much paper of, a single person. 
Fourthly, the regulation of the cash balances also seems 
to be necessary. The tendency for some banks has been 
to invest too large an amount of their assets in real estate 
and even in unsound securities. In 1913 these assets 
could not be realised quickly or without an immense loss. 
The position has substantially improved since that time, 
but it is not free from danger. The regulation of cash 
balances in relation to liabilities is an important feature 
of the Federal Reserve Act of the U.S. A., and it would 
prove a valuable guide in framing similar legislation for 
India. Lastly, the best preventive for most banking 
maladies is public inspection, which is another important 
feature of the Federal Reserve Act. The Presidency 
banks publish a weekly statement; most of the other 
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banks publish an annual statement, but no monthly or 
quarterly statement. It would be advantageous if the 
banks were made by law to publish a monthly balance- 
sheet, which would give a clear idea of their position. 
Publicity would promote the interests of the banks them- 
selves, because it not merely checks unsound banking 
ut also secures the confidence of the public. 
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CONCLUSION. 
Tica lpinian 
The task of analysing and examining the effects of 
the war on India’s economic life is now at an end, and it 
remains only to gather pp the several threads and to sum: 


up the results. 


The preceding pages make it evident that, on the 
whole, the economic transformation that was proceeding 
in India before the war, was appreciably hastened by it,’ 
and that, so far aS economic conditions are concerned, 
India to-day differs more from India, of which Mr. Ranade 
wrote, than India immediately before the war did. He 
wrote that the average Indian was to a large extent the 
very antipodes of the Economic man on account of the 
predominant influence of the caste system and the family. 
But the conception of the economic science has been largely 
modified since the time when this was written. Even be- 
fore the war it was generally recognised that the individual’ 
was not the best judge of his own interests in all cases, 
and that state interference was not necessarily an evil. 
The state interfered frequently on behalf of the individual, 
with the general approval of the exponents of the science. 
The economic man, who cared for nothing else than wealth.. 
and who always knew his best interests, was disappearing 
from the text-books of the science. The crucial experiences. 
of the war have done much to further this process, and 
economists to-day deal more than ever before with 
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the man as he is and not with an abstract economic man.. 
Economics is now a study of mankind in the ordinary 
business of life. On the other hand,the war appears to have 
accelerated the dissolution of the uneconomic influences. 
of the caste system in India that was going on before the 
war. The Indian soldiers drawn from villages, the strong- 
holds of caste, which they had probably never left before 
in their life, dealt a severe blow to caste in the very act of 
proceeding to the different parts of the world in large 
numbers. Again, as Maine explains, it 1s the emigration 
of single families or individuals, as distinct from the trans-- 
plantation of an entire village or caste section, to a great 
distance from the original home, that is the most effective 
destroyer of caste and local custom.* These soldiers. 
underwent varied experiences in distant and different 
lands, learnt new ideas, and became infused with a new 
spirit. Returning once more to their villages, they are 
unconsciously doing much by example to break up the- 
inertia and the uneconomic influences of caste which. 
prevailed in the villages before. Anyone, who has seen such 
villages before the war and since the armistice, and marked 
the rise of new ideas and a new spirit, full of economic 
significance, will realise how much the war has furthered. 
the removal of the economic disadvantages of caste. 


The acceleration of the economic transformation of 
India resulting from the war becomes evident also from 


te 


* Village communities, p. 39. 
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the considerable changes in those aspects of India’s economic 
life which Mr. Ranade emphasised. These, however, 
are mere tendencies whose strength can be appreciated 
only by watching them, and any statistical measurement 
or proof, in most cases, is impossible. While Mr. Ranade 
had pointed out that production was almost stationary, 
Sir T. Morison explained the change which had taken 
place in this respect. It appears from Mr. Shirras’ table 
relating to the growth of business in India that the pre-war 
pace of the increase in total production was merely kept 
up during the war.* Butthis was due mainly to the adverse 
influences on foreign trade and to a retardation of the rate 
-of increase in agricultural produce,and the advance in total 
production would have slackened had it not been for the 
substantial increase in the production of manufactures. 
The stimulus given by the war to the growth of large-scale 
industries of the Western type has been examined 
before, and it becomes evident that the progress in this 
respect would have been slower if the war had not taken 
pace. Professor Mukerji hopes that India’s economic 
evolution will proceed along lines radically different from 
those in the West, viz.the development of cottage industries. 
It has not been possible to analyse the effects of the war 
-on India’s handicrafts in the preceding pages, but it becomes 
evident that the stimulus afforded by the war to large-scale 
industries has meant that the country has taken a further 
substantial step in the direction of an approximation 


* Indian Finance and Banking, p. 443/t 
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to Western conditions. This industrial development 
has been accompanied by, in fact has been rendered 
possible only by, a greater mobility of labour and capital. 
Mr. Ranade had emphasised the immobility of labour 
and capitalin India. The conditions in these respects were 
already changing before the war, and the improvement 
has been much more marked sincethe war. It is believed 
that the migration of villagersto towns seeking employ- 
ment has substantially increased since the last: census taken 
in 191], and especially since the war. In any case, there 
seems to be little doubt that the population of the largest 
trade and industrial centres has considerably increased 
-during the last four or five years. Any statistical proof or 
measurement of this tendency can be afforded only by the 
new census to be taken next year. It is true that a large 
‘permanent class of industrial workers has not yet been 
formed. The main reason for this deficiency appears to 
have been the squalid, insufficient and insanitary housing 
accommodation for them. The war, however, has given 
4 considerable stimulus to improvements and extensions 
of towns, especially of capital cities, and it appears that 
these defects will largely be removed in a comparatively 
short time, and that the main obstacle in the way of the 
existence of a permanent class of wage-earners will largely 
disappear. The industrial boom resulting from the war, 
the surprising increase in company flotations and the 
comparative ease with which they were financed, described 
above, show how much the war has done to increase the 
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mobility of capital. It is true that a part of the improve- 
ment resulted from the inflation of currency and the falk 
in the purchasing power of the rupee, and to that extent 


was deceptive, but a part of the improvement appears. 


to have been real and full of economic significance. 


More evidence is forthcoming to show that the war 


has hastened the pace of the industrial revolution in India. 


. Sir T. Morison pointed out before the war that one proof of 


it was that the export of manufactured articles increased 
more largely than the export of raw materials, and it has 
been explained above that this feature became much more 
prominent during the war. Again, while Mr. Ranade 
maintained that prices, wages and profits were to a large 
extent customary and fixed, Sir T. Morison explained the 
change which had taken place, and how they were becoming: 
more and more competitive. This change has been consi- 
derably enhanced by the war. If custom instead of competi- 
tion, as Mr. Ranade contended, had been the controlling 
principle of India’s economic life, the rise in prices resulting 
from the inflation of currency would not have made itself 
felt throughout the country. Itistrue that the rise was 
not quite the same in the different parts of the country, 
but the extent of the rise was so nearly the same in all the 
parts as to show that competition had become the motor 
to a greater extent than before. As regards profits, their 
customary nature had largely disappeared before the war, 
and while the total profits of most of the enterprises had 


a 


413 


Increased, the tendency for the margin of profits on each 
transaction was to diminish. During the war large profits 
were earned in several industries. This was the result | 
partly of the continuous rise in prices, and partly of the 
restrictions upon competition imposed by the abnormal 
circumstances of the war, and it seems that custom had 
very little to do with them. But the rise in wages» 
although lagging behind the rise in prices more than in 
_ Western countries, has perhaps been the most remarkable 
feature of the war. When the war was in its early stages, 
Professor Mukerji wrote that strikes and lockouts were 
industrial diseases from which India was happily almost 
free, that India stood for more equal distribution of wealth, 
less luxury and more brotherhood, less industrial conflict 
and more co-operation, and that this was India’s message 
to the West.* Since the end of the war it is found 
that numerous and prolonged strikes and lockouts are 
occurring all over the country, that trade unions similar 
to those in the West are being rapidly formed in large 
numbers, and that even trade-union congresses are being 
held. This is perhaps the best evidence to show that 
the war has quickened the approximation of economic 
conditions in India to those inthe West. Other evidence 
in the same direction is the great success of the war loans, 
the growth of the co-operative movement, and the banking 
developments that have arisen out ofthe war. Itis true 
that the success. of the loans was partly,due to the 
* Foundations of Indian Economics, pp. 459-61, 465-7. 
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inflation of paper currency and credit, but it appears that- 
they were partially successful in reaching those people, . 
who had previously kept all their cash in boxes instead 
of investing it. ) 


The war also made clear the full extent of the eco- 
nomic transformation taking place in India since Ranade’s 
time. The main characteristic of the modern industrial 
world is the interdependence of all its parts as contrasted 
with the isolation and ‘self-sufficiency of the economic. 
units under the old industrial order. This interdepen- 
dence must precede production on a large scale, and as 
Professor Marshall explains, is an evidence of the central 
unity between the laws of nature in the physical and the 
moral world. ‘‘ This central unity is set forth in the general 
rule that the development of the organism, whether social 
or physical, involves a greater subdivision of functions 
between its separate parts, on the one hand, and. on the 
other, a more intimate connection between them.” The 
war has made India’s economic dependence upon the other 
parts of the industria] world to be generally recognised more 
than before. For some years before the war, India’s foreign 
trade had been expanding substantially, and the fact 
was welcomed with hardly any thought to India’s pro- 
gressive dependence upon other countries that it showed. 
This dependence, however, was fully recognised when the 
war affected the foreign trade adversely. India was depen- 
dent upon the Western markets for the sale of a large part of 
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her agricultural produce, and it was only when some of these 
markets were fully or partially closed to her on account of 
the war and her export trade suffered a considerable loss, 
that her dependence upon them was fully appreciated. 
The loss to her export trade even after the cessation of 
hostilities, largely on account of the conditions resulting 
from the war, viz. the inability of Central Europe, India’s 
best market before the war for some kinds of her agricul- 
tural products, to purchase them in the quantities that it 
did before the war, the over-stocking of the American 
and other European markets and the commercial crisis in 
Japan, has brought this dependence still further home tothe 
minds of the public. However, the curtailment of imports, 
essential for consumption and further production, that 
caused considerable hardships and serious difficulties as 
explained before, made people realise more fully India’s 
economic dependence upon the other parts ofthe industrial 
organism than any other factor. This was realised even 
by the uneducated villager, who had to undergo some hard- 
ships on account of the disproportionate rise in the prices , 
of the imported goods’ which he consumed, such as 
plecegoods, kerosene and petty articles of comfort. 


The other matters, in which the war made evident the 
change which had been proceeding in India, more than had 
been generally recognised before the war, were railway 
communications and taxation. The extension of the former 
linked up the different parts of the country so gradually 
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that its result, viz. the removal ofthe fear that a consider- 
able scarcity of essential commodities might exist in some 
parts along with their relative abundance im other parts, 
was welcomed without. much thought to its economic 
significance. It was only whenthe difficulties of distribu- 
tion arose during the war on account of the shortage of 
rolling stock and the increased demand for transport 
facilities that the extent of the economic unification of the 
country resulting from the creation of the network of the 
railway system was fully realised. Similarly, the growth 
in the taxable capacity of the community became generally 
evident only when it became necessary to resort to a sub- 
stantial mcrease in taxation in order to meet the higher 
expenditure occasioned by the war. If custom had been 
the controlling factor in India’s economic life, it would hard- 
ly have been possible to raise the level of taxation without 
causing serious difficulties. 


These experiences of the war throw a new light on 
the controversy referred to in the introduction, viz. whether 
the principles of Political Economy as developed in the 
West are applicable to India, or whether India must 
develop a Political Economy of herown. The experiences 
appear to be opposed to the belief of economists of the school 
represented by Professor Mukerji that the economic 
evolution in India will proceed along lines difierent 
from those in the West, that labour and capital will not 
concentrate in Jarge towns, and that manuiactures will 
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‘be combined with agriculture, in the same hands, 
because, as seen above, as a result of the war, 
India has been passing through a further and 
important stage in an industrial revolution similar to 
‘that which took place in England in the early part of 
the last century and later in the other countries of 
Western Europe. All the tendencies appear to be in this 
direction, and this means that the principles propounded 
_by Western economists will be more and more applicable 
to India. Bagehot confined Political Economy, which 
he called English Political Keonomy, to the generalisa- 
tions made upon English industry, shaped by the industrial 
revolution and the development of international commerce, 
-and he described all other industrial conditions as pertain- 
ing to a pre-economic era, in which the economic relations 
of society-were based upon custom. It has been examined 
above, how custom isnow far from being the guiding princi- 
ple of India’s economic life, and how competition has been 
becoming moreand morethe controllingfactor. It isthere- 
fore impossible to relegate India to a pre-economic era. 


It is, however, necessary to draw attention to two 
main considerations. Although it appears that the progress 
of the industrial revolution in India will be similar to that 
in Western Hurope, agriculture will continue to be far 
more important in India than in the West. However | 
it seems that even the agricultural methods in India will , 
gradually tend to approximate to those inthe West. But,’ 
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it means that those partsof the economic reasoning ex- 
pounded by English ‘economists which have been based 
upon the consideration of the conditions of agricultural 
- organisations, need to be developed further. These 
economists have given a greater attention to the problems 
of large-scale and organised industry than to those of 
agriculture, and therefore the theories expounded: by 
them, although true, are in some cases incomplete. For 
instance, they. do not aypear to have given sufficient 
attention to the fact that chronic indebtedness has been 
a prominent feature of almost all agricultural communities 
since the days of the ancient Roman Republic. One is 
therefore apt to be misled into believing that the idebted- 
ness of the Ind an cultivator, of which so much is heard, 
is a feature peculiar to him. It is in this direction, 
therefore, that the economic science developed by English 
economists requires to be further developed, and this is a 
task which should appeal to Indian economists.* Secondly, 
although economic reasoning is capable of a general applica- 
tion, it should be borne in mind that, as explained before, 
it holds good and professes to hold good, only when certain 
premises are granted. Therefore, in each particular case,. 
it should be examined how far the premises involved in: 


* The investigations that are being conducted at the Madras. 
University under the guidance of Dr. Gilbert Slater are an instance 
of this kind. See the Economic Studies pulished by that Univer- 
sity. See also Dr. Mann’s Economios of an Indian Village, publish- 
ed by the Bombay cabbie and Mr. Jack’s Economic Life of a 
Bengal District. — 
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it agree with the actual conditions prevailing in India, and 
ifthey do so, in a sufficient degree, the conclusions based 
upon them can be accepted as holding good in the case of 
India. _ In a few cases, it may be found that the premises 
do not yet square fully with the existing Indian conditions 
and then the conclusions may be modified accordingly. 


_ Further, it is necessary to guard against believing that 
particular economic theories do not hold eood in the case 
of India, because the conclusions derived from them 
may not appear to be true of the country at particular 
times, without investigating whether they are counteracted 
by artificial interference. This was especially true 
of the war, because, during its contmuance, economic 
interests were completely subordinated to those higher 
mterests for which it was fought, and the State ‘interfered 
with the free play of economic forces far more than it did 
before. The interference appears to have been less in 
India than i in Western countries, mainly because India, 
on account of her economic deficiencies, and her creat 
distance from the main theatres of military operations, 
could not take part inthe conduct of the war to the extent 
that the latter did. In most Western countries, the State 
continued the interference vigorously, even after the 
cessation of the hostilities, m an endeavour to check the 
evils generated by the interference resorted to during tle 
progress of the struggle, and in this case also the extent of 
the state interference in India appears to have been 
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appreciably smaller. Nevertheless, the artificial restrictions 
imposed upon the free play of economic forces have been 
very important, even in India. These have been 
explained before in the course of the analysis and the 
‘examination of the effects of the war, and all that seems 
possible, and indeed necessary, to do here is to give afew 
instances in order to explain the nature of their counter- 
acting effect upon the operation of economic principles 
which have been described as statements of mere tendencies, 
whose operation may be counteracted by opposing circum- 
stances. Thus, the operation of the theories of international 
trade and values, and of the monetary circulation appear 
to have been much disturbed in this way. Nominally, 
the Indian Government continued to adhere to the 
doctrine of free trade as firmly during the war as it did 
before, but actually many restrictions were imposed upon 


the freedom of trade, such as an absolute prohibition of | 


export, a prohibiticn with a system of licenses, a rationing 
of export and of shipping space, revenue export duties, 
and measures involving higher prices for foreigners, than 
those of the inland market. Moreover, although the 
import tariff continued to be purely a revenue tariff, 
the imports fell off on account of the restrictions imposed 
by the countries producing them. These restrictions also 
disturbed the operation of the theory of comparative costs. 
As India continued to adhere to the principles of free 
trade, one was apt to think at first that the fact that certain 
commodities were manufactured in India during the war, 
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which it did not pay her to produce before, meant that 
manufacturing them in the country had become the cheap- 
est way of obtamimg them. Such a conclusion, however, 
was not necessarily true, when it was impossible 
to import them at all, or in sufficient quantities, on 
account of the restrictions of the countries manufacturing 
them. 


These restrictions disturbed also. the operation 
of the theory of international values. According to this 
theory, the foreign exchange values of a monetary unit tend 
to comeide with the purchasing power parities, and any 
divergence from the point of equilibrium is soon corrected 
by the resulting increase or decrease in exports and imports, 
as the case may be. But, it has been explained before 
that the sterling value of the rupee fluctuated most violently 
after the middle of 1918. This did not, however, mean 
that the above theory was not applicable to India. 
The enormous fluctuations were due to the interference 
with its operation, in the shape of various kinds of restric- 
tions upon foreign trade, private operations in the exchange 
and the free movement of the precious metals, and of the 
sale of Reverse Councils. If trade between two countries is 
more hampered in one direction than in the other,the value 
of the money of the country whose export is relatively 


“ynore restricted will fall in the other country, below the 


_. purchasing power parity. Again, one of the principles 


of money: is that at a particular level of prices no mor 
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money can be forced upon the public than the public asks. 
for. From this,it s¢ems to follow that a government cannot 


inflate the currency, but as such an inflation has actually 
taken place in India, it’ would appear at first sight that the 
principle does not apply to India. Such a conclusion, how- 
ever, is unwarranted, because the theory holds good only 
when the government does not artificially create money to 
provide itself with purchasing power. But, when it does 
so, an inflation of currency and a rise of prices are bound to 
occur in the way explained before. Many more instances 
of similar factors counteracting the free play of economic 
forces can be given, but the instances already given will 
probably suffice to make clear the nature of the operation 
of economic laws and the factors to be taken into 
consideration in examining their application to Indian 


conditions. 


This state interference and action produced several 
econom c‘losses as well as gains, and the question 
naturally arises whether India has gained more from the 
qar than she haslost. m the development of her eeonomic 
act vities. Itis very difficult to give a conclusive answer to 
this question, because it involves a comparison of India’s 
actual economic position to-day, with what it would have 
been if the war had not intervened. Any estimate of 
‘the latter position lies entirely in the realm of conjecture, 
still an answer to this fundamental question may be 
attempted. | 
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It was mentioned before that for some years before 
the war India’s export trade had been expanding conti- 
nuously and rather rapidly, and it is probable that, but 
for the war, the expansion would have continued, perhaps 
at a somewhat slower rate. For, previous to the outbreak 
of the war, trade and industry in the countries of Western 
Europe and in the U. 8. A. had been developing fast, 
further great developments were either being carried 
out or planned, when the war broke out, and the demands 
of these industrial populations for foodstufis and raw 
materials produced in India would have continued to:be 
great. India would have found it possible to meet these 
demands, as substantial improvements in her methods of 
agriculture had been projected. But, it was noticed 
that her export trade received a considerable setback 
from the war, that until 1918-19 its value did not reach 
the figure which it had attained in 1913-14, and that it met 
with another check in 1920. The check to the import 
trade given by the war was even greater, and its partiai 
recovery was entirely in value owing to the progressive 
rise in prices, while the volume continued to decline, impos- 
ing considerable hardships upon the masses of the popula-. 
tion. Considerable stress has been laid above upon the 
improvement in the general standard of life as one of the 
most urgent needs of India, and a sudden and considerable 
check to imports was bound to have a prejudicial effect 
upon her standerd of life, extraordinarily low as it has 
een. Her import trade had been rapidly expanding 


424 


both in value and volume along with the export trade 
before the war, and, if the war had not intervened,. 
it would have probably continued to do so on account 
of the stupendous. industrial activities of the Western. 
countries, especially of Germany, requiring larger and 
larger foreign markets. The result of a serious reduction 
in India’s import trade during the war was to increase 
the balance of trade in her favour, and this has led to the 
incorrect belief, popularly held, that India’s foreign trade 
enjoyed an immense prosperity during the war. This 
belief will be dispelled, if the figures of the value and volume 
of the foreign trade during the war are compared with 
similar figures for 1913-14, as was done in the first chapter 
and if the probabilities of the expansion of the trade, 
if the war had not occurred, are taken into account. More- 
over, the increase in India’s favourable balance of trade 
had the effect of merely giving to her people large quantities. 
of paper money and precious metals, which were largely 
hoarded, while the real test of an increase in the prosperity 
of a country consists in an increase in her consumption 
of goods which go to make up a civilised standard of 


life. 


‘Thus it appears that the consequences of the war for- 
India’s foreign trade were distinctly adverse. However, 
a partial compensation for this disadvantage was found 
in the stimulus which the war gave to industrial develop- 
iment. in India, by cuatailing foreign competition, and by: 
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forcing the Government to encourage that development 
in ways, which it would never have followed but for the 
necessities imposed by the war. One desirable outcome 
of this development was that, as mentioned before, the 
proportion ofthe export of fully or mainly manufactur- 
ed goods increased during the war, as compared with the 
export of foodstuffs and raw materials. If there had 
been no war, industrial progress in India would have 
been much slower than it has actually been, because the 
foreign competition in the Indian market would have 
erown in fierceness, and 1t would have been very difficult to 
induce the Government to abandon its strict laissez faire 
policy, and the result would have been that, although the 
export trade would have continued to expand considerably, 
it would have consisted almost entirely of foodstuffs. 
and raw. materials. However, it has been mentioned 
before, that. the mdustrial development, that has been 
brought about by the war, has been less sound and satis-. 
factory than it appears to have been at first sight, because. 
it has been substantially the result of artificial measures, . 
which have had to be abandoned gradually with the termi- 
nation of the war, and because it has largely been carried 
out. by foreign firms in India. Still, in so far as the war: 
has made the Government inaugurate a permanent policy 
of rendering an active assistance to industrial expansion 
in India, by bringing home to it, the grave dangers result-. 
ing from India’s almost complete dependence upon other: 
countries for manufactures essential for civilised life, 
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and in so far as it has promoted indigenous industrial 
enterprise, the war may be said to have brought a per- 


manent good to the country. 


Proceeding to the public finances of the country,it was 
seen that the revenues of the Government increased moze 
substantially than they would have done had there been no 
war. However, it was found that this increase was only 
partially real and satisfactory, and that otherwise it was 
illusory as in the case of the railway revenue to some extent, 
and the result of an increase in the burden of taxation 


and of the inflation of currency. It may be said that the . 


increase in the revenues and the success of the increase 
in taxation made it clear that the taxable capacity of the 
people and the financial strength of the Government 
were greater than had been supposed before the war. But it 
should be explained that, while the increase in the burden 
of taxation was severely felt by the masses so far as it 
afiected them, and was considerably felt by the classes, 
the increase in the revenues failed to benefit the country, 
from the economic point of view, because it was utilised 
for meeting the immense increase in the military expendi- 
ture which had already been very large before the war, 
for paying the interest on the loans contracted for making 
large financial contributions to the Home Governnment 
for the prosecution of the war, and for meeting the increase 
in the expenses of the civil establishments rendered 
necessary by the rise in prices. The expenditure on the 
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expansion of education, sanitation, medical relief and 
irrigation, most vital to the economic advance of a 
country, which occupies a deplorably low position in these 
matters, far from being increased, was cut down during 
the war. Ifthe war had not taken place, the Government 
would have been obliged to allot much larger sums_ to 
these urgent reforms in response to the demands of the 
people, and India’s position in these matters would have 
been better than what it is to-day. But against these 
losses should be set the advantag: of a fairer incidence 
of taxation resulting from the triumph of direct taxation 
and the application of the principle of graduation to it. 
It was noticed that before the war the richer classes did not 
bear a fair share of the total burden of taxation, which was 
based more largely on indirect imposts and the principle 
OF proportion. It is true that even before the war there 
was a tendency in Western countries to make the burden 
of taxation fairer by the above methods, and that even. 
if there had been no war, that tendency would gradually 
have made itself felt in India also. But, its operation 
would have been very slow and halting, and the fact that 
it was considerably hastened by the necessities of the war. 
must be reckoned to be a permanent advantage accruing 
from the war. Again, the recognition, to he credited 

to the war, that the taxable capacity of the country 
is greater than was supposed before the war, is also an 
advantage, now, as a part of the proceeds of the revenues 
féom it is being applied to the promotion of the vital refornss 
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mentioned above. But, at present the country cannot 
secure this advantage to a substantial extent, because 
most of the proceeds are used up for meeting the increased’ 
military expenditure and the expenses of the civil establish- 
ments, and for paying the interest on the war. debts. 
The Government seems to consider the continuance of the 
large military expenditure necessary, the expenses of the 
civil establishments have continued to increase owing to 
the continuance of high prices, and the burden of the war 
debt has not diminished. It is obvious that India would 
have escaped from these burdens if the war had not taken 
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Similarly, but forthe war, the Government would 
not have experienced the immense Ways and Means: 
difficulties that it actually did. The course of its Ways 
and Means operations had been quite smooth before the 
war, and at the outbreak of it there was not the least 
prospect of its bemg disturbed. In utter contrast to 
this, ‘+ was noticed before that the Government had 
to make huge war disbursements on behalf of the Home 
(Government, that it had to cash large amounts of Council 
drafts, largely on account of the increase in the favourable 
balance of trade due to the curtailment. of imports, 
and the serious artificial check to the natural flow of the 
precious metals to India, that it found it extremely difficult 
to secure adequate funds to make these enormous payments, 
that it had to resort to several objectionable. expedients: 
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for this purpose, the most undesirable among which was 
the watering of the note issue, that it had to meet silver 
crises by making the notes practically inconvertible, and 
that its budget estimates of Ways and Means — became 
altogether nominal and were invariably and_ entirely 
upset. The currency and exchange troubles from which 
India is still considerably suffering have been largely the 
result of these war operations of the Government. Yet, 
“these losses also are partially counterbalanced by certain 
advantages attributable to the war. Before the war, 
the Indian loan market was regarded to be very narrow, 
the Government depended upon the London market 
for most of its borrowing operations for the purposes of 
capital expenditure, and, if the war had not taken 
place, this depencence would have continued at least for 
some years. But the remarkable success of the war 
loans has revealed not merely the substantial strength 
of the Indian market but also its possibilities, and thus 
the war has shown that the Indian market is capable of 
taking the place cf the London market to a substantial 
‘extent, in meeting the capital requements of the 
Government, especially if efforts, similar to hose made 
during the war, are resortedto. Again, before the war, 
most of the Government balances were locked up in its 
‘Independent treasuries, and only a small part was kept 
with the Presidency banks, which thus contributed to 
the seasonal monetary stringency. War finance, 
however, rendered it essential for the Government 
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to maintain far larger balances with the Presi- 
dency banks, and this beneficial policy is now 
being developed further. It is true that a few months 
before the war, the Government was contemplating the 
maintenance of larger balances with the Presidency banks, 
but the whole history of this question seems to lead to the 
conclusion that, had it not been for the necessities of the 
war, this liberzlisation of the Government policy regard- 
ing its cash balances would have been effected to a far 
less extent then has actually been done. 


The loss inflicted by the war on India in currency 
and exchange matters has been serious. Before the war, 
her currency and exchange system though artificial in the 
sens> that it was managed by the State at almost every 
atage, and though deficient in several respects, at least 
possessed the virtue of an internal and external stability. 
Moreover, the people were gradually feeling more and more 
confidence in the note issue, the circulation of which was not 
increased beyond the extent justified by that confidence. 
if the war had not taken place, as far as can be seen, 
this comparatively satisfactory state of affairs would have 
continued. No abnormal increase in the balance of trade 
would have taken place, there would have been no reason 
for starving India of gold, the Government disbursements. 
would not have become abnormal, it would have had no 
reason for. watering the note issue and making it practically 
inconvertible, there would have been no unprecedented 
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demand for silver, and its price would not have soared 
to dizzy heights. Consequently, it seems that the stability 
of the Indian currency: and exchange system would have 
been preserved, and that any temporary tendency towards 
instability could have been corrected without much 
difficulty by means of the then existing elaborate Govern- 
ment machinery. Moreover, the popular confidence 
in the note issue would have increased, as the circulation 
of notes, instead of outstripping it, woald probably have 
kept pace with it, and a healthy beginning would have 
been made towards the economy of the precious me‘al’, 
It was seen that the war produced results entirely the 
opposite of these. India’s starvation in the matter of gold, 
in the supposed interests of the Empire, and the Secretary 
of State’s action of allowing the Government of India 
to issue vast quantities of notes against unrealisable 
paper credits in London instead of insisting that the 
payments for India’s exports of war and other materials 
should be made either in the precious metals or in securities 
acceptable to India, have been detrimental to India’s 
economic interests. The unparalleled fluctuations in 
exchange and the frequent changes in the Govern- 
ment policy have been affecting her trade and 
industries adversely during the period of transition, 
which will be prolonged in the existing economic conditions 
of India, although it is true that the adverse affect will 
disappear when the period of transition is complete, 
and the costs of production become adjusted to the 
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new level. Again, the rise in prices resulting from the war 
operations mentioned above has been severely affecting 
the masses in India, and the prices cannot come down 
substantially unless the currency is materially deflated. 
These disadvantages are serious, but they also are to 
some extent neutralised by the advantages which 
the war has secured for India. One of these, is the 
minting of gold in India and its free circulation. Indian 
opinion demanded these facilities for nearly twenty years 
before the war. the Government of India favoured the 
demand, but was not allowed by the Home Government 
to meet it, and ifthe war had not taken place, it would 
probably have remained unfulfilled. But the necessities 
of the war forced the hands of the Home Government, 
and India may be said to have secured this important 
gain, although at present the minting of gold has been 
temporarily suspened. Other advantages secured by 
India are the urgent needs which the war has revealed, 
for giving more powers to the Government of India in 
currency and exchange matters, instead of keeping it 
entirely under the leading strings of the Secretary of 
State, and for keeping at least a large part, if not the 
whole, of the reserves of the Government of India, in 
India instead of in England. 


With regard to banking, the war at first gave a set- 
back to the progress of the postal savings banks, by caus- 
ing a lack of confidence in the masses of the population, 


433 


but im other respects the effects of the war have been 
beneficial. Banking operations demanded an extra caution - 
during the disturbed times of war, and it did much to 
strengthen the general banking position of India. Another 
important outcome of the war has been the creation 
of the Imperial Bank of India, by the amalgamation 
of the Presidency banks. For many years before the 
war, the Government had been repeatedly urged to assist 
in the formation of such a bank, but the Secretary of State 
was not favourable to the proposal, and had it not been 
forthe war, India would probably have had to wait for 
many years before securing the establishment of a central 
bank. Thus it will have become evident that one of the 
most valuable and permanent advantages, which the war 
has bestowed upon India, is the fact that it has re- 
markably changedthe angle. of visionofthe Government 
in several respects, and led it to inaugurate policies, which 
it had been repeatedly urged by the public to adopt before 
the war, but which it had been most reluctant to accept. 


Thus, the advantages which the war has bestowed upon 
India in economic matters have been many and important, 
but the losses inflicted by it have been more numerous 
ang more far-reaching in their effects, and therefore the 
conclusion appears to be that, so far.as her economic life 
is concerned, India has lost. more than she has gained 
from the war. Such. a conclusion need. surprise none, 
because it-is the natural result of any war,.and much more 
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so of a prolonged, devastating world war. Such a war, 
waged to achieve aims other than economic, is bound to 
disorganise seriously the whole economic life of al] countries 
concentrating all their resources upon its vigorous 
prosecution, and to inflict heavy economic losses upon 
them. This has been the case with all the belligerent 
countries in this great war, with the sole exception of 
Japan, which enjoyed a large measure of economic prospe- 
rity during the war, because it secured all the advantages 
of being an ally of the British and the French, without 
most of the disadvantages of that position. India, 
howéver, could not be such an exception, because, as shown 
in the chapter on her contributions to the war, she con- 
centrated her energies and resources upon the conduct 
of the war, much more fully than she could fairly have 
been asked to do. Further, it should be borne in mind, 
that the above conclusion relates only to the economic 


consequences of the war for India. This war was fought 


for ends other than economic, and in other spheres 
India has secured from the war most valuable advantages, 
which more than neutralise the economic losses which 


‘she has borne. Quite apart from the removal of the danger | 


‘of world domination on the part of Germany, for which 
the war was waged, the war is responsible for the remarkgble 
progress in India’s political status and national unity, 
- which has already been made, but which, if the war had 
‘not taken place, would have taken many years to achieve- 
It is not the purpose of these pages to deal with these 
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consequences of the war for India, and therefore it will 
suffice to say that the economic lossess which the war has 
inflicted on India may well be considered to be the price 
paid for her remarkable non-economic gains. 


Thus, it appears that a kind of balance-sheet of the 
economic gains and losses resulting from the war may be 
drawn up and tabulated as follows :— 


Losses. Gains. 
Setback to exports. Development, of industries. 
Setback to imports. | Increased export of manufactures. 
Raised level of taxation. Improved incidence of taxation. 
Curtailment of social expenditure. Graduation of taxation. 
Rise in expenditure (military, Widening of the loan area. ° 
interest, salaries, wages, etc.). Weakening of the independent trea- 
Inflation of currency. sury system. 
Discredit of currency notes. Gold mint. 
Instability of exchange. ‘ Improvement of the banking system. 
Temporary injury from raising ex- Increase in the economic powers of the 
change. Government of India. 


Rise of prices. 
Net loss. Large non-economic gains. 


It is obvious that the above conclusion relates to 
India’s economic conditions as they exist to-day. They 
will undoubtedly be altered considerably in the near futurey 
and the question arises whether any conclusion can be 
atrived at regarding the possibilities of that future. It 
is very difficult to answer it, butit appears that, onthe 
whole, the gains will be more permanent than the losses. 
Although the extent of the former may be reduced in some 
cases, it seems that they will endure on the whole, while 
the losses, in the majority of cases, are likely to be made 
up either wholly or partially. 
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The favourable and adverse factors in India’s indus- 
trial progress have been fully examined -before, and ‘it 
appears from them that, although the progress achieved 
during the war may be lost in some directions, in 
others it is likely to continue though at a slackened rate. 
The artificial stimulus to industries afforded by the war 
has disappeared, and when the industrial conditions in 
the United Kingdom become quite normal, when the 
industries of Central Europe cease to suffer from the 
lack of raw materials and from disintegrating political 
and economic influences, and when the Japanese industries 
shake off the effects of the recent financial crisis in Japan 
and are re-organised on a sounder system, the com- 
petition of foreign industries with the Indian industries 
in their home market will become keener. But, as ex- 
plained before, vigorous efforts are being made to remove 
the industrial deficiencies of India with the support of the 
Government, and they may be expected to continue. The 


erowth of free and compulsory primary education, the 3 


initial steps for which have already been taken in restrict- 
ed areas, the extension and improvement of housing 
accommodation in large towns to which a considerable 
attention is being paid, and the expanding welfare work, 
will tend to make industrial labour more efficient, per- 
manent and ample. The existing shortage of skilled 
mechanics and foremen will be substantially -removed 
by the measures which are being taken to increase the 
facilities for training, and the inducements for attracting 
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the right sort of men. The growing attention that is 
being directed to industry rather than to trade, Government 
employment or the liberal professions by ‘educated Indians 
_-of the higher classes, and the training which they are 
: receiving for the purpose, will tend to inctease the number 
of experienced Indian entrepreneurs. The growth of the 
investment habit and the number of industrial banks 
will materially obviate the difficulties of securing an ade- 
quate . capital for sound industrial propositions. The 
technical assistance and guidance required for establishing 
or conducting concerns according to the most modern 
and efficient methods will be supplied ina larger degree 
by importing exports from abroad, and by the technical 
services which are being created by the Government. The 
decision of the Government to purchase all its stores in India 
as far as possible will give a considerable and permanent 
stimulus to industrial development. The organisation of 
the central and provincial departn.ents cf industries will 
tend to produce the same effect. Thus, ita,ypears that the 
industrial progress will continue, probably at a slower 
rate, although it cannot be denied that, as explained before, 
there are numerous difficulties in the way, and that the 
result will be largely dependent upon a cordial co-operation 
between the industrial community and the Government 


The second gain from the war, the increase in the 
export of manufactures, is likely to be reduced to some 
extent, because, as mentioned in the first chapter, it was 
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largely the result of the export of jute andleather goods 
for military purposes. But, the gain will not disappear 
entirely, because it seems that, as a result of the war, 
India has secured important potential markets, near herself, 
especially Mesopotamia and East Africa, and that the in- 
dustrial, progress in India will enable her gradually to. 
develop these . markets. ae 

The improvement in the incidence of taxation and the 
introduction of graduated taxation are gains, which will 
not only endure, but which may be expected to increase. 
Before the war, the richer classes did not bear their fair 
share of the burden of taxation, and even now, they can 
hardly be said to do it, although the conditions in this res- 
pect have considerably improved, and it seems that by far 
the larger portion of the increase in the burden of taxation 
that will be necessitated by the growing expenditure in the 
near future will fall upon them. Again, the fact that 
proportional taxation is far from involving an equality of 
sacrifices is coming to be recognised more and more. In 
these matters, India’s approximation to the Western stan- 
dards, which themselves have been raised immensely as 
a, result of the war, is likely to be rapid. 


Again, the propaganda already resorted to, in order 
to make the war loans successful, will very probably prove 
to have produced a permanent effect in promoting the 
investment habit, and this habit will grow, so that equal 
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sums will be available for productive purposes, with dimi- 
nishing effort. Numerous instances are to hand, ofland 

holders, who used to keep their savings in cash in strong 
boxes, and who were induced to purchase war loan with 
great difficulty. The regular receipt of inrerest, however, 

appeals to them now, and it is probable that they will take 
up other loans in the future, with the same facilitiess 
but less propaganda. | 


Although the coinage of gold is temporarily suspended 
at present, it seems that the Bombay branch of the Royal 
Mint will be permanently re-established, because the Smith 
Currency Committee has recommended it, and because 
the proposal has been accepted by the Government. The 
other gains from the war, viz. the development of the 
banking system and the weakening of the independent trea- 
sury system are inter-connected, and they may be ex- 
pected to increase considerably in the near future. Thea 
growth of industries and of the investment habit and the 
banking development will stimulate each other, and, in 
addition, the Imperial Bank Act of 1920 has provided for 
the establishment of 100 new branches of the Imperial Bank 
during the next five years. The Government has declared 
its aim of ke€éping larger and larger balances with the 
Imperial bank as it goes on establishing branches and 
increasing its strength. Hence, the independent treasury 
system may be expected to weaken progressively in the near 
future, the branches of the bank replacing the Government 
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district treasuries to an increasing extent. Although the 
goal of the total abolition of the system, so.as to bring 
India to the level of the advanced countries in this respect, 
is yet somewhat distant, substantial steps in this direction 
will be taken during the next few years. The last gain from 
the war, viz. the increase in the powers of the Government 
of India in the economic sphere, will also increase with the 


growth of constitutional government and of the strength - 


of its various organs in the country. 


Proceeding to India’s losses from the war, it is probable 
that in a few years foreign trade will regain a large part of 
the lost ground. The shipbuilding activity that is being’ca- 
rried on inthe United Kingdom will re-establish the normal 
conditions of shipping in a comparatively short time, the 
gradual economic recovery of Central Europe will enable it 
to purchase India’s products, largely tothe extent that it 
did before the war, the existing prohibition of the export of 
foodstuffs will be removed as soon as the necessity for it 
disappears, and thus the export trade may be expected to 
revive. Similarly, the import trade also will improve, 
especially in its volume, when-industrial conditions in 
the United Kingdom become normal, when the industries of 
Central Europe, being supplied with raw materials and 
freed from the withering influence of adverse political forces, 
revive, when the industries of Japan are re-constructed 


on a sounder basis, and when real peace is established — 


in the sense of a friendly co-operation of all the nations for 
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the recovery of the economic life of the world. As regards 
the future trade relations between India and Central 
Kurope, it may be pointed out that it is being more and 
more recognised by the victorious powers, that a country 
organised for an export of manufactures cannot maintain 
itself without an unobstructed access to the markets of the 
world, that the recovery of the world’s economic life will 
be most promoted by the greatest possible freedom of trade 
and by the removal of ail discriminations between goods 
according to their country of origin, and that all countries 
should be allowed to buy raw materials and food on equal 
terms in all the markets of the world: It is therefore . 

probable that, outside any scheme of Imperial Preference ~ 
-designed to benefit the other parts of the British Empire 
in their trade with India, all other countries will have the 
same opportunities of trading with India, and that no 
special discrimination will be made against Central Europe. 


It is probable that the economic loss resulting from the 
curtailment of social expenditure will be fully made up in 
afewyears. A beginning has already been made since the 
cessation of hostilities, and there is hardly any divergence 
-of opinion regarding the urgency of progress in these matters. 
The fact, that they will be under the control of Indian 
ministers under the new Reform Act and will be their 
main concern, is a favourable factor in the situation, and it - 
is likely that the restricted areas, in which free and 
compulsory primary education is being introduced, will] 
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expand considerably in the near future. However, the loss. 
in the form of the increase of the total expenditure of the 
Central and Provincial Governments will continue. It 
will be explained presently that prices are not likely to fall 
in any considerable degree during the next few years,. 
and this will be an important factor in keeping up the total 
expenditure. For this reason, the wages which the Govern- 
ments have to pay will remain much higher than those 
before the war, and the salaries and expenses of the civil 
establishments, far from being reducd,are likely to increase 
further inthe process of the growth of the various organs — 
of government, which will probably be much-more rapid in 
the near future. The military expenditure may be appreci- 
ably reduced in the near future, but it will remain far 
higher than the pre-war figure. The Esher Committee’s. 
recommendations concerning military re-organisation, the 
commitments of the Home Government in Mesopotamia 
and Persia, and the disturbed situation in Afghanistan and 
Centra] Asia appear to be factors adverse to any sub- 
stantial curtailment in the present level of the military 
expenditure. In addition, a considerable expenditure on 
the creation of an Indian navy is being suggested on the 
ground that the war, and especially the exploits of the 
Emden, have shown the necessity of such a navy for 
India’s safety. The interest payments are likely to mount 
higher because the Government, far from being able to 
reduce the public debt enhanced by the war, will have to 
borrow more for productive works, such as — railways, 
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nrigation and public works. However, the possibilities 
of a normal growth in the revenues appear to be very 
limited, as explained before, and therefore the present 
level of taxation, raised by the war, will probably have to 
be raised further. 


The practical possibilities of deflating the currency 
seem to be greater in India than in most Kuropean countries, 
because the increase in note circulation and bank credits, 
without any real backing, has been much less in the former 
than in the latter. A little deflation has already been 
brought about by the sale of gold bullion and of Reverse 
Councils, which were to some extent paid for by notes 
in India and cashed out of the reserves in London.* But, 
the possibilities of deflating the currency in these ways, 
are very limited, because it is imposible to mobilise 
fully the reserves in London, and beacause the Councils 
had to be sold at very unfavourable rates and involved 
considerable speculation, export of capital and tightness 
in the money market. There are only two other ways 
available for this purpose. In the first place, the 
Government may levy such high taxes or obtain such 
large loans from the people as to acquire a sum of money 
in excess of its expenditure, and may use the surplus for 
destroying an equivalent amount of purchasing power 
in the shape of notes. It is evident that this remedy is 


* See the Report of the Indian Delegation to the International 
Financial Conference at Brussels 1920, p. 16, para 8. 
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- impracticable in India. On the one hand, as explained 
before, the needs of current and capital expenditure will 
increase ; on the other, the possibilities of a considerable 
increase of taxation and of securing large sums from the 
public in the form of loans in the immediate future are 
limited. On the whole, it appears that the possibilities 
of obtaming sums of money by these methods beyond 
the growing needs of the expenditure are very slight. 
Secondly, deflation will be achieved, if the banks impose 
such sharp restrictions upon lending that the sums lent 
are less than the actual savings deposited with them, and 
if the surplus is used to destroy an equal amount of purchas- 
ing power. This policy , however, would depress trade 
and industry, and as the revival of the former and the 
development of the latter are India’s urgent needs, it is 
obvious that the policy is not at all likely to be put into 
operation. The increase in production resulting from 

- the general economic development of the country may 


ultimately prove commensurate to the increase in the — 


means of payment which has already taken place, but the 
completion of the process will require a considerable time, 
and in the meanwhile the total means of payment are 
likely to be increased further. Therefore, it appears on 
the whole that, although the general level of prices may 
fall appreciably during the next few years, it will pro- 
bably remain much higher than the pre-war level. The 
hardships of high prices, however, will largely disappear 
when wages, salaries and other contracts become fully 
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adjusted to the new level. The adjustment is proceeding ° 

in India at present and may be expected to be fairly com- 
plete before long, although it will require a longer time 
in India than in the Western countries. 


Finally, the fluctuations of exchange and the loss 
resulting from it will also disappear. It has been explained 
before that the instability of exchange has been mainly 
the outcome of abnormal conditions of production and 
trade in the world, and as the efforts which are being made 
to revive them become successful, the abnormal fluctua- 
tions of exchange will be less and less, and will disappear 
ultimately, and the actual rates will tend to coincide 
more and more with the normal rate determined by the 
purchasing power parity. 


Thus, the economic losses from the war, in the majority 
of cases, are likely to be made up either wholly or — 
partially, while the economic gains will probably endure 
on the whole, although their extent may be reduced in some 
cases. Therefore, it appears that even in the economic 
sphere, apart from thelarge non-economic gains from the 
war, the balance will be more favourable in a few years, — 
than it is to-day. 
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APPENDIX 1. 


Foreign trade per head of population in $s.* 


1913 1919 
Holland ee ee oe ee 454 267 
Belgium .. pe er Ped Papal sen bk 
New Zealand .. ov os 198 314 
Switzerland =H ay on 165 314 
Australia .. Ae i om 155 187 
Canada .. a we 141 23 

- United Kingdom... " te Vie 2128. 5 213 
Denmark .. ie ws 5 128 211 
Argentine. . we re ‘ 125 eee 
Sweden as at - 78 170 
France .. ate ar oer 75 132 
Finland a5 se sts 55 80 
South Africa ms or Bey 53 59 
SrA ate a ne 41 107 
Italy. ee * ee ee 34 61 
Brazil z3 an fe 26 32.- 
Spain tes a ee ois 22 ai Z 
Japan Ae ay =A as 13 38 
India cee ‘i % ie 6 : 9 


- *Statist, 20th November 1920. 


APPENDIX 2. 


Taxation per head of population in T9205 ee 


(Local currencies converted into $s at prevailing 
change.) 


eae Direct Indirect 
Belgium .. % ee cee, 8.3 6.9 
Prance-: a eee at 18.4 16.2 
Italy , : Xe 3.6 2.0 
United Kingdom | i 3 58.2 29.7 
India = : ac ce 0.73 0.89 
8. Africa .. E g 6.92 4.60 © 
Holland .. = 2 : rat 110558 
Spain... : : ; 5.5 ee Sone 
Switzerland .. 4.5 ata! Mies 
Sweden .. oe ge ne Sele “= Dias 
Norway 5B Sat 20.9 7.9 
Denmark BS : = 103 LO: 
Finland .. oe Py im 4.4 6.0 
Germany .. oe “ore 7.6 4.9 

a Se 

U.S GAY ee sh Tienes ‘a16! ee 56.5 
Japan... ca “4h a4 See oie 


*Statist lith December 1920, p. 933. 


